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State and Local Governmental Developments—2008

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements
of state and local governments with an overview of recent economic, industry,
technical, regulatory, and professional developments that may affect the audits
and other engagements they perform.
This publication is an other auditing publication as defined in AU section 150,
Generally Accepted Auditing Standards (AICPA, Professional Standards, vol.
1). Other auditing publications have no authoritative status; however, they may
help the auditor understand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Christopher Cole, CPA, CFE
Technical Manager
Accounting and Auditing Publications
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State and Local Governmental Developments—2008

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your state and
local government audits. This alert can also be used by a government's internal
management to address areas of audit concern. This alert provides information to assist you in achieving a more robust understanding of the business,
economic, and regulatory environment in which your clients operate. This alert
is an important tool in helping you identify the significant risks that may result in the material misstatement of financial statements. Moreover, this alert
delivers information about emerging practice issues and current accounting,
auditing, and regulatory developments.
.02 This alert is intended to be used in conjunction with AICPA Audit Risk
Alert—2007/08 (product no. 022338kk). Further, if your state or local government audit is performed under Government Auditing Standards issued by the
Comptroller General of the United States of America (also referred to as the
Yellow Book or generally accepted government auditing standards [GAGAS])
or Office of Management and Budget (OMB) Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations, you should refer to AICPA
Audit Risk Alert Government Auditing Standards and Circular A-133 Audits—
2008/09 (product no. 022458kk). These alerts can be obtained by calling the
AICPA at (888) 777-7077 or visiting www.cpa2biz.com. You should refer to the
full text of accounting and auditing pronouncements as well as the full text of
any rules or publications that are discussed in this alert.
.03 References to Professional Standards. When referring to the professional standards, this alert cites the applicable sections as codified in AICPA
Professional Standards and not the numbered statements, as appropriate. For
example, Statement on Auditing Standards (SAS) No. 54, Illegal Acts by Clients,
is referred to as AU section 317 of AICPA Professional Standards.

Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement
.04 An auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of material
misstatement of the financial statements whether due to error or fraud, and to
design the nature, timing, and extent of further audit procedures. An auditor's
understanding of the entity and its environment consists of an understanding
of the following aspects:

•
•
•
•
•

Industry, regulatory, and other external factors
Nature of the entity
Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements
Measurement and review of the entity's financial performance
Internal control, which includes the selection and application of
accounting policies

.05 State and local governments may be subject to specific risks of material
misstatement arising from the nature of their activities, the degree of regulation, or other external forces (for example, political, economic, social, technical,
and competitive forces).
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.06 The auditor should obtain an understanding of the entity's objectives
and strategies and the related operational or business risks that may result
in material misstatement of the financial statements. These risks result from
significant conditions, events, circumstances, actions, or inactions that could
adversely affect the entity's ability to achieve its objectives and execute its
strategies, or through the setting of inappropriate objectives and strategies.
Just as the external environment changes, the conduct of the government's operations is also dynamic, and the entity's strategies and objectives change over
time. An understanding of operational or business risks increases the likelihood of identifying risks of material misstatement. However, the auditor does
not have a responsibility to identify or assess all such risks. Most operational
or business risks will eventually have financial consequences and, therefore,
an effect on the financial statements. However, not all such risks give rise to
risks of material misstatement.
.07 After obtaining a sufficient understanding of the governmental entity
and its environment, including its internal control, an auditor should identify
and assess the risks of material misstatement at the opinion unit level and at
the relevant assertion level related to classes of transactions, account balances,
and disclosures based on that understanding.
.08 Understanding and properly addressing, as necessary, the matters presented in this alert will help you gain a better understanding of your client's
environment, better assess risks of material misstatement of the financial statements, and strengthen the integrity of your audits.

Economic and Industry Developments
The State of the National Economy
.09 When planning and performing audit engagements, an auditor should
understand the economic conditions facing the industry in which the client operates. Economic activities relating to factors such as interest rates, consumer
confidence, overall economic expansion or contraction, inflation, and labor market conditions are likely to have an impact on the entity's financial statements
being audited.
.10 The U.S. real gross domestic product (GDP), the broadest measure of
economic activity, measures output of goods and services by labor and property
within the United States and increases as the economy grows. According to
the Bureau of Economic Analysis, real GDP increased at an annual rate of 2.2
percent in 2007, compared with an increase of 2.9 percent in 2006. According
to 2008 first-quarter preliminary estimates, real GDP increased at an annual
rate of 0.9 percent, which is up slightly from the 0.6 percent rate in the fourth
quarter of 2007.
.11 The unemployment rate remained relatively unchanged during 2007,
holding between 4.4 percent and 5.0 percent, with an annual average rate of 4.6
percent. As of April 2008, the unemployment rate was 5.0 percent, representing
approximately 7.6 million people.
.12 The target for the federal funds rate remained stable at 5.25 percent
from June 2006 to September 2007 when the Federal Reserve began decreasing
rates. Since the first rate decrease in September 2007, the Federal Reserve has
decreased rates a total of 3.25 percent to 2.00 percent as of the end of April 2008.
The Federal Reserve noted in its April press release that financial markets
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continue to experience considerable stress and credit continues to tighten for
some businesses and households. The housing contraction continues to deepen
and labor markets soften. As such, the policy actions taken to decrease rates are
meant to promote moderate growth over time and mitigate risks to economic
activity while moderating inflation.

The State of the States’ Economy
.13 The Nelson A. Rockefeller Institute of Government (institute) publishes frequent updates on state fiscal conditions. The institute's fiscal report dated January 30, 2008, at www.rockinst.org/WorkArea/showcontent.
aspx?id=13894, focuses on concerns over a recessionary economy and the likely
impact on state government finances, and includes these highlights:

•

State government finances are linked inextricably to the economy;
and, after six years of expansion, the national economy has weakened, and many believe the country is, or will soon be, in recession.

•

The status of the national financial markets turmoil, the crisis in
the housing markets, and employment issues are affecting state
economies.

•

State finances are showing the effects of the weakening economy.
The institute's most recent State Revenue Report showed that
state tax revenue declined by 0.6 percent, after adjustment for
inflation, the first such decline in more than four years.

•

While revenues from personal income taxes have remained
healthy, growth in sales tax revenues has slowed and revenue
from corporate income taxes has fallen.

•

States that rely heavily on income tax from capital gains will likely
be more affected as a result of the typical decline in this income
during a recessionary period. States that rely on a portfolio of
different taxes are likely to have less volatility.

•

According to the Center on Budget and Policy Priorities, 16 states
have announced budget gaps resulting from revenue shortfalls totaling more than $30 billion and another 8 states have announced
gaps yet to be quantified.

.14 The report concludes that during recessionary periods, states may
be forced to spend more on social welfare programs, but overall spending increases will likely be constrained by limited revenues. The deeper the economic
downturn, the more states will be forced to consider spending cuts and staff reductions. This belt-tightening by state governments will likely further dampen
the national economy considering that state and local governments account for
nearly 9 percent of national GDP.

Fiscal Sustainability Challenges for All Levels of Government
.15 The U.S. Government Accountability Office (GAO) has released a series
of reports alerting the public of the fiscal sustainability challenges facing all
levels of government and issuing a nationwide call for stewardship. Over the
past two years, the U.S. Comptroller General has participated in a series of
town hall-style forums around the country, called the "Fiscal Wake-Up Tour,"
discussing the federal government's current deficit and the challenges posed by
the long-term trends facing our nation. In addition to this Fiscal Wake-Up Tour,
a number of related reports have been issued by the GAO over the past several
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months dealing with the fiscal challenges to the federal government and state
and local governments. These reports include the following:

•

A Call for Stewardship: Enhancing the Federal Government's Ability to Address Key Fiscal and Other 21st Century Challenges (GAO08-93SP)

•

State and Local Governments: Growing Fiscal Challenges Will
Emerge during the Next 10 Years (GAO-08-317)

.16 In his letter introducing the Call for Stewardship report, former
Comptroller General David M. Walker stated, "our nation faces a range of forces
and key sustainability challenges that will require action by elected officials in
order to keep America great for current and future generations." The report
cites the tremendous growth of the U.S. Government since its beginnings in the
eighteenth century and concludes that the fiscal sustainability of the federal
government is in question and that without meaningful action by 2040 the federal government could only have the resources to do little more than mail out
social security checks and pay interest on the federal debt. The report indicates
that budget experts agree that the growing entitlement costs for "mandatory
spending programs" such as Social Security, Medicare, and Medicaid, absent
fundamental reforms, are fiscally unsustainable. In addition, a range of current
and emerging issues are requiring significant federal government attention and
resources, including health care, energy dependence, environmental protection,
and homeland security. In summary, the report concludes that the American
government and its citizens will need to conduct a top-to-bottom review of all
federal programs and policies and make tough decisions on which federal activities remain priorities and which should be overhauled or even eliminated.
Clearly, these issues at the federal level affect the fiscal health of state and local
governments.
.17 In its report on state and local governments, the GAO calls our attention to the fact that the growing fiscal challenges and the risks those challenges
pose are more pervasive than the national level. The GAO wants individuals of
all ages to understand that these growing fiscal challenges go deeper than just
at the national level. According to Walker,
Fiscal sustainability presents a national challenge shared by all levels
of government. The federal government and state and local governments share in the responsibility of fulfilling important national goals,
and these sub-national governments rely on the federal government for
a significant portion of their revenues. As happens at the federal level,
these sub-national governments may also face serious fiscal stress in
the future.
.18 According to the GAO report, the state and local government sector
consists of 50 state governments and 87,525 local governments. These local governments include 3,034 county governments, 19,429 municipal governments,
16,504 townships, 13,506 school districts, and 35,052 special districts. State and
local governments provide vital services to citizens, such as law enforcement,
public education, and water and sewage treatment. Local governments derive
their authority from the states, and the powers and responsibilities granted
to local governments vary considerably. For example, while states generally
provide authority to local governments to tax real property, local governments
vary in their authority to levy other types of taxes, such as personal income or
sales taxes. It is easy to see how many individuals' livelihoods are touched by
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not only the national fiscal challenges, but the trickle down impact found at the
state and local level.
.19 The full reports can be found on the GAO Web site under the report
numbers previously noted at www.gao.gov.

Other Industry Trends and Conditions
Subprime Mortgage Crisis and Government Entities
.20 The financial crisis surrounding subprime mortgages has made its
way to the steps of state capitols and city halls. Over the years, many state
and local governments and their investment pools have turned to investments
in mortgage-backed commercial paper and other mortgage-backed securities to
broaden their investment portfolio and improve investment returns. However,
the recent turmoil in the subprime mortgage market and the downgrading of
certain investment funds, such as those with assets concentrated in mortgages,
have caused many state and local governments to reevaluate their investment
portfolio risks; certain governments have halted their purchases of such investment funds. One example of the effect of the subprime mortgage crisis on
local governments is a situation where a county government was informed that
credit-rating agencies had downgraded two investments totaling more than
$100 million held within their investment pool. This county government not
only invests its own resources, but also serves as an investment pool manager
for other governmental entities or jurisdictions within the county. In response
to the crisis, county officials have temporarily halted purchases of mortgagedbacked commercial paper and have commissioned a study of its other investments to assess the level of risk. The downgraded investment may result in
losses in the millions of dollars to the county that has elected to purchase the
investment from the pool.
.21 It is important for both entities participating in these pools and their
auditors to gain a thorough understanding of the valuation methodology that
the pool applies to its investments, the underlying risks involved with each
investment type, and the likelihood that the value of the investments will be
impaired.

Housing Downturn Effects
.22 Local governments across the country are beginning to feel the revenue
shortfall effects from a slumping real estate market. Coupled with the effects
of the subprime mortgage crisis, this economic downturn is likely to result in
tough times ahead for cities and counties. Flattening or declining property assessments on which property taxes are based, as well as the mounting number
of mortgage foreclosures, are reflecting poorly on local government revenue collections. In a report by the National League of Cities (NLC), local government
budget officials surveyed indicated that the direct effects of the housing downturn could have a lag time of several years when it comes to their revenue. The
report, based on responses from finance and budget officers in 359 cities, all with
populations of 10,000 or more, found that 70.0 percent believed their cities were
better able to meet fiscal needs in 2007 than in 2006; however, many were very
pessimistic about the years ahead. Those surveyed stated that for the 2008
fiscal year, they were, on the average, predicting only a 0.4 percent increase
in inflation-adjusted revenue, while expenditures were anticipated to increase
by 3.5 percent, or a 3.1 percent budget deficit. To handle revenue shortfalls
and budget deficits, cities and towns are looking to a number of alternatives,
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including increasing fees for services, raising property and sales taxes, and using rainy days funds. The NLC report entitled City Fiscal Conditions in 2007 is
available at www.nlc.org/ASSETS/6F3B16AE550F47D1B8C7CF7C48B1A454/
07_FiscalSurveyBrief.pdf.
.23 The property tax revenue shortfall created by the housing issues discussed above could result in governments that are unable to meet financial
obligations on bonds or unable to pay for the services that they are responsible
to provide to residents. Some governments may find that filing for bankruptcy
is the best option for them. Auditors should be alert to risks related to going
concern issues and to events that occur subsequent to the balance sheet date
and how these areas will affect the audit.

Retiree Health Care and Postemployment Benefits Other Than Pensions
.24 Retiree health care costs and other postemployment benefits other
than pensions continue to be an economic issue of major concern for most state
and local governments. In its recent report Promises with a Price, the Pew
Charitable Trusts conservatively estimated that state governments will spend
approximately $2.73 trillion on pensions, health care, and other postemployment benefits during the next 30 years, of which $381 billion is the price tag
for retiree health care and other nonpension benefits. The report cites 8 states
whose unfunded actuarial liability for other postemployment benefits other
than pensions (OPEB) is greater than its unfunded actuarial liability for its
pension plans. The reports indicate that in the state of California alone, annual state and local government retiree health care costs were $4 billion in
2006 and are expected to escalate to $10 billion in 2012 and $27 billion in
2019. With people living longer, the rising cost of health care, and few governments funding these costs as incurred through irrevocable trusts, the unfunded
liabilities are likely to grow at an ever-increasing pace. The Pew report is available at www.pewcenteronthestates.org/uploadedfiles/Promises%20with%20a%
20Price.pdf.
.25 As the required implementation dates for Governmental Accounting
Standards Board (GASB) Statement No. 43, Financial Reporting for Postemployment Benefit Plans Other Than Pension Plans, and GASB Statement No. 45,
Accounting and Financial Reporting by Employers for Postemployment Benefits
Other Than Pensions, have arrived for some and are approaching for others,
the focus on OPEB, including retiree health benefits, for state and local government employees has been increasing. Because many governments previously
have not measured or disclosed in their financial statements their obligations
to pay OPEB costs, the media, the bond market, and state and local government legislative bodies are starting to focus on the potentially significant sum of
those obligations, sometimes in the billions of dollars for an individual state. In
addition, a government that does not manage its OPEB liability on a go-forward
basis, especially the growth in its liability, could find itself explaining its OPEB
and funding policies or lack of a funding policy to credit rating agencies when
issuing bonded debt.
.26 Public employee unions and retirement benefit administrators across
the country are concerned that a change from the pay-as-you-go accounting approach might lead to a reduction in benefits. Many predict significant changes in
OPEB as governing bodies become better informed through actuarial or similar
valuations about the amount of the obligations and the effects of not managing them. Some governments have formed task forces to help them identify
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solutions. Auditors might consider working with the actuarial firms retained
by the auditee or, if necessary, retaining actuarial specialists to evaluate auditee valuations and might also be prepared to answer their auditees' questions
about managing those obligations.
.27 Common solutions that have been discussed for managing the OPEB
obligation and its growth include restricting new entrants into the plan, raising
the employee cost share, lengthening the vesting period, restricting ad hoc benefit increases, and converting a defined benefit plan to a defined contribution
plan. Another common solution is to begin to advance fund the obligation as normally is done with pension obligations, which is a long-term solution that will
take years with a well-managed funding program to fully fund the accrued liability. Some governments may even consider discontinuing or reducing benefits
for current and retired employees, although that may not be possible because
of legal, contractual, or other restraints. Whichever solutions are chosen by the
entity, they likely will be difficult to implement.
.28 A recent study and report by the GAO looked into both the current
status of state and local government retiree benefit structures and the fiscal
outlook for funding their future costs. The report noted that a heightened sense
of concern has been raised questioning whether state and local governments
offering such benefits will be able to continue to provide the current level of
benefits to retirees in the future.
.29 State and local government employees make up approximately 12 percent of the nation's workforce and are generally provided retiree benefits in
two components: pensions and retiree health care. The GAO report found that
there were significant differences between how these two benefit components
were structured, managed, and funded.

Differences Between Pension and Retiree Health Care Systems
Pensions

Retiree Health Care

How Structured

Mostly as a defined benefit based on a formula;
once accrued, cannot be
diminished

Varied sharing of premium
costs between the government and retiree; benefit
plans can change for current and future retirees

How Managed

As trusts, with board of
trustees oversight

As operating expenses managed with other employee
benefits

How Funded

Prefunded, with monies
set aside and invested

Pay-as-you-go funded, with
annual operating funds used as costs are required to
be paid

.30 The GAO study results simulated the outlook for the state and local
government sector as a whole, and concluded that

•

estimated future pension costs (currently about 9 percent of employee pay) would require an increase in annual government contribution rates of less than 0.5 percent; and
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•

estimated future retiree health care costs (currently about 2 percent of employee pay) would more than double by the year 2050 if
they continue to be funded on a pay-as-you-go basis.

.31 The GAO did recognize the sensitivity of its estimates to assumed
rates of return and projected inflation rates; however, it also recognized that if
rates of return were to fall below historical averages, the funding requirement
could become even higher. The GAO report concluded that while state and local
governments have strategies to manage future pension costs, similar strategies
were not in place to manage the escalating costs of retiree health care. The GAO
suggested that in future debates on retiree benefits, policy makers, voters, and
beneficiaries will need to decide how to control costs, the appropriate level of
benefits, and who should pay the costs.
.32 The entire GAO report is available from the GAO Web site as report
no. GAO-07-1156 at www.gao.gov.

Tax Exempt Bonds Compliance Issues
Tax Exempt Debt Issues
.33 The current credit environment has affected the market for debt securities. While all debt securities may be affected, particular issues affect municipalities, states, cities, and other governments (such as redevelopment agencies,
school districts, public universities, airports, and seaports) issuing tax exempt
debt. Some examples of these tax exempt debt securities are auction rate securities (ARSs) and variable rate demand obligations (VRDOs).
.34 While each situation is different and should be evaluated based on its
own specific facts and circumstances, the current situation may raise various
accounting and auditing issues pertaining to tax exempt debt, including, but
not limited to, the following:

•
•
•
•

Bond restructurings

•
•

Subsequent event disclosures

Derivative and hedge accounting implications
Potential violation of debt covenants
Classification of the debt on the balance sheet as either a current
or noncurrent liability
Going concern issues

.35 For further information, refer to a nonauthoritative article that
the AICPA has posted to its Web site, authored by an ad hoc group of
AICPA members, Tax-Exempt Bonds—Accounting and Auditing Considerations in the Current Environment. The article can be accessed at www.aicpa.org/
download/acctstd/ARS_article14.pdf.
GAO Report to Congress
.36 In February 2008, the GAO issued a report to the Committee on Finance of the U.S. Senate titled Tax-Exempt Status of Certain Bonds Merits
Reconsideration, and Apparent Noncompliance with Issuance Cost Limitations
Should Be Addressed (GAO-08-364).
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.37 In the report, the GAO addresses the following areas of concern:

•
•
•

Trends in the use of tax exempt bonds
Questions regarding the appropriateness of certain types of facilities financed with tax exempt bonds
Questions regarding the issuance costs paid from tax exempt bond
proceeds as they can divert funds from the funded projects

.38 For federal tax purposes, municipal bonds are classified as either governmental bonds or private activity bonds. Tax exempt governmental and private activity bonds are used to finance a wide range of projects and activities,
such as schools, fire stations, roads, airports, docks, golf courses, hotels, sports
stadiums, and economic development. The Internal Revenue Code does not
specifically define governmental bonds; rather, all municipal bonds that do not
meet the criteria to be classified as private activity bonds are governmental
bonds. If more than 10 percent of the governmental bonds' proceeds are used
for private business purposes and secured by payments from property used for
private business use, the bonds are classified as private activity bonds. Such
private activity bonds can be taxable bonds. Private activity bonds that receive
tax exempt status are considered qualified private activity bonds. Nonprofit organizations are generally the largest issuers of qualified private activity bonds.
Although state and local governments and nonprofit organizations can use tax
exempt bonds to subsidize activities of private entities, Congress has previously
placed limitations on the use of funding for specific private activities, such as
professional sports stadiums, hotels, and private golf courses.
.39 Generally, qualified private activity bonds are subject to various restrictions, including a 2 percent limitation on use of the proceeds to pay issuance
costs. The GAO report found that a number of qualified private activity bond
issues paid for issuance costs from the bond proceeds that exceeded these statutory limitations.
.40 Since 2002, the dollar amount of long-term tax exempt bonds issued
annually has reached historically high levels. Congressional interest in the
use of tax exempt bonds has heightened because of the large dollar amounts
of bonds outstanding coupled with the large amounts of forgone federal tax
revenues. The interest earned by investors who purchase tax exempt bonds is
generally excluded from federal income taxes, which makes them very attractive and popular with investors; however, the federal revenue losses from this
tax exemption amount to billions of dollars annually. Because the federal government does forgo these billions in tax revenues annually by excluding the
bonds' interest from investors' federal gross income, Congress has become very
interested in determining whether these bonds are being used for appropriate
tax exempt purposes.
.41 The GAO, in its opening letter to Congress, made the following analysis:
The outstanding volume of state and local government tax exempt
bond debt grew significantly from about $1.4 trillion in 2000 to over
$2.1 trillion in 2006 in constant 2007 dollars. Because the tax exemption allows taxpayers to generally exclude the bond interest from their
federal gross income, the federal government forgoes tax revenue. According to our analysis of the Department of the Treasury's estimates,
forgone federal tax revenues were about $32 billion in 2000 and were
projected to be about $37 billion in 2007.
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.42 The GAO issued the following conclusions and recommendations to
Congress and the IRS:

•

State and local governments have broad discretion in deciding
which activities and facilities to finance using tax exempt bonds.
In particular, the broad discretion afforded to state and local governments allows them to use tax exempt governmental bonds to
finance facilities and activities that cannot be financed with private activity bonds. Recently, the dollar amount of tax exempt governmental bonds reached peak levels as municipal governments
issued bonds for a wide variety of purposes ranging from traditionally public facilities, such as schools, fire stations, and roads,
to facilities that are essentially private in nature, such as sports
stadiums. As Congress considers whether tax exempt governmental bonds should be used for professional sports stadiums that are
generally privately used, it will also consider whether other facilities, including hotels and golf courses, that are privately used
should continue to be financed with tax exempt governmental
bonds.

•

To better ensure that the IRS can routinely and cost effectively
determine whether issuers of qualified private activity bonds are
complying with the statutory limits on using bond proceeds for
issuance costs, the GAO recommended that the Commissioner of
Internal Revenue take the following two actions based on the GAO
report to Congress:
—

Clarify the IRS's forms and instructions for reporting
issuance costs paid from bond proceeds to require that
bond issuers clearly designate on the form instances
when bond proceeds were not used to pay issuance
costs.

—

Develop cost-effective methods to address apparent noncompliance with the statutory limits on using bond
proceeds for issuance costs in such a manner that
it would not preclude the IRS from examining the
bonds for more substantive compliance issues in the
future.

.43 To review this GAO report in full length, please refer to report no.
GAO-08-364 at www.gao.gov.
IRS Interest in Tax Exempt Bonds Compliance
.44 Within the past year, the IRS has stepped up its efforts to monitor
the tax exempt bond financing market. Most recently, the IRS has conducted
post-issuance compliance for bonds issued by nonprofit organizations and has
expressed the interest in expanding the postissuance compliance monitoring to
state and local governments. The IRS has indicated that it will be monitoring
the governmental bonds area in an effort to better learn what issuers are doing,
draw some conclusions, and determine whether more bond issuance guidance
and education are needed.
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Legislative and Regulatory Developments
Securities and Exchange Commission Developments
Recent Accounting and Disclosure Initiatives
.45 The municipal securities market is a top priority for the Securities and
Exchange Commission (SEC). In July 2007, SEC Chairman Christopher Cox
gave a town hall speech on "Integrity in the Municipal Market," and also delivered a white paper to Congress calling for improvements in accounting and
disclosure in the municipal securities market. The white paper notes that the
SEC staff believes that Congress should consider revisions to the current disclosure and accounting requirements for municipal issuers to provide investors
and other participants in the municipal securities market with information
and protections comparable to those available in many other U.S. capital markets, while giving deference where appropriate to the special disclosure and
accounting aspects of municipal issuers. The SEC staff identified a variety of
steps that should be taken that would improve for investors the extent, quality, and availability of municipal issuer information. These steps include the
following:

•

Making available to investors, without charge, municipal issuer
offering documents and periodic reports on a timely basis through
an easily accessible venue, such as a system similar to the EDGAR
database

•
•

Mandating municipal issuer use of GAGAS
Encouraging and supporting timely development of high-quality
governmental accounting standards by, for example, providing an
independent funding mechanism for GASB and requiring or permitting SEC oversight of GASB, as is now provided by Sections
108–109 of the Sarbanes-Oxley Act for the Financial Accounting
Standards Board (FASB)

.46 The SEC feels it is important that the independence of accounting
standard setters and the perception of their independence by investors be
maintained, and that universal use of consistent generally accepted accounting principles (GAAP) by all issuers of municipal securities promotes transparency, accuracy, consistency, and comparability of the financial statements
of state and local governments to investors and other participants in the municipal market, as well as to taxpayers and other traditional governmental
constituencies.
.47 The SEC staff is now taking a comprehensive look at the disclosure requirements for the municipal market. They plan to consider a wide
array of options to improve the disclosure and accounting rules for municipal bond offerings as they analyze whether the current municipal regulatory
structure is achieving its objectives as initially contemplated and as markets
have evolved. On March 31, 2008, the Municipal Securities Rulemaking Board
(MSRB) launched a pilot version of its Electronic Municipal Market Access
(EMMA) system, a free, centralized online portal that initially will provide free
access to official statements and advance refunding documents received by the
MSRB under its Rule G-36. The MSRB is currently developing a proposal to
establish an expanded permanent public access system.
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Auditor Responsibility for Disclosure
.48 A number of SEC enforcement actions have suggested a need for improvement in the quality of accounting and disclosures made by state and local
governments. Auditors are subject to the antifraud provisions of the federal
securities laws and may be held liable for material misstatements or omissions
in documents containing audited financial statements, such as preliminary or
final official statements with which they are associated. Disclosures that are
unclear or difficult to understand may increase an auditor's exposure to liability.
When associated with the official statements, auditors should remember their
responsibilities under AU section 550, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards, vol. 1).
As described in chapter 16 of the AICPA Audit and Accounting Guide State and
Local Governments, the following are situations in which the auditor becomes
associated with the official statement:

•

Assisting in preparing the financial information included in the
official statement

•

Reviewing a draft of the official statement at the government's
request

•

Signing (either manually or electronically) the independent auditor's report for inclusion in a specific official statement1

•

Providing written agreement (for example, through a consent letter or signed authorization form) for the use of the independent
auditor's report in a specific official statement

•

Providing a revised independent auditor's report for inclusion in
a specific official statement

•

Issuing a comfort letter, the letter described in AU section 634,
Letters for Underwriters and Certain Other Requesting Parties
(AICPA, Professional Standards, vol. 1), paragraph .09, or an attestation engagement report in lieu of a comfort or similar letter
on information included in the official statement

•

Issuing a report on an attestation engagement relating to the debt
offering

.49 If the auditor is associated with an official statement, the guidance in
AU section 550 paragraphs .04–.06 provides that the auditor has no obligation
to perform any procedures to corroborate other information2 contained in those
documents. However, the auditor should read the other information and consider whether that information, or the manner of its presentation, is materially
inconsistent with information, or the manner of its presentation, appearing in
the financial statements. AU section 550 provides guidance if the auditor concludes there is a material inconsistency or a material misstatement of fact that

1
This situation involves an original manual or electronic signature on the auditor's report, not
a reproduction of an auditor's report that was manually or electronically signed. For example, the
underwriter or bond counsel may require a copy of the auditor's report with an original manual or
electronic signature to file with the official closing documents for the offering.
2
Other information is a term used in AU section 550, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards, vol. 1), and is defined therein
as information in addition to audited financial statements and the independent auditor's report
thereon.
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is not a material inconsistency. This responsibility includes reading the other
information and considering whether such information, or the manner of its
presentation, is materially inconsistent with information, or the manner of its
presentation, appearing in the financial statements. Accordingly, when audited
financial statements are included in an official statement, and the auditors are
associated with the official statement, auditors should take a "big picture" approach and consider whether any other information in that official statement
is materially inconsistent with the audited financial statements.
Consents
.50 In some cases, issuers of municipal securities include audit opinions
and audited financial information in disclosure documents without obtaining
the consent of the auditor. Because consents must be obtained from auditors
in the corporate market before an audit opinion may be included in an offering
document, investors in municipal securities may not be aware that this is not
always the case in a municipal offering. Auditors may want to consider working
with their governmental clients to advise them in making appropriate disclosures to investors in situations where governmental clients intend to use the
audit opinion or audited financial information without the auditor's consent.
Chapter 16 of the AICPA Audit and Accounting Guide State and Local Governments provides additional guidance on auditor association with municipal
securities filings.
Plain English
.51 In 1998, the SEC adopted rules requiring all securities registrants to
use plain English in writing prospectuses and in the organization, language,
and design of the front parts of prospectuses. These plain English rules do not
apply to the municipal market, but the SEC encourages their voluntary use.
Municipal disclosures often abound in legalistic or overly complex presentations that make the substance of the disclosure difficult to understand. Vague
boilerplate explanations are readily subject to differing interpretations. The
SEC encourages those involved with municipal security issuances to remember that most investors who read official statements are not accountants and
may have limited accounting backgrounds.
Stale Disclosure
.52 Stale and incomplete accounting information is at the core of many of
the cases the SEC has brought against municipal market participants. Many
of the auditors' reports on the financial statements used in primary offering
disclosure documents and in continuing disclosure filings made pursuant to
SEC Rule 15c2-12, Municipal Securities Disclosure, are many months old at
the time of the offering, raising the risk of an antifraud violation if there have
been material changes since the audit was completed. Efficient markets require
timely and reliable information to function properly. As a client service, auditors
may work with their governmental auditees to try to improve the timeliness of
their audited financial statements. Auditors should also remember their obligations under AU section 560, Subsequent Events (AICPA, Professional Standards, vol. 1), regarding subsequent events, including in circumstances where
a governmental auditee requests the auditor's consent to the inclusion of its
audit opinions in disclosure documents.
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IRS Developments
.53 IRS activities may affect the financial statement audits of state
and local government auditees. Noncompliance with federal tax requirements
could have a direct and material effect on the determination of financial
statement amounts. In addition, changes in U.S. Department of the Treasury and IRS regulations might result in changes in a government's activities.
.54 There is a wealth of information on the IRS Web site (www.irs.gov).
The site provides separate pages for state and local governments (www.irs.
gov/govts), Indian tribal governments (www.irs.gov/tribes), tax exempt bonds
(www.irs.gov/taxexemptbond/index.html), and employee retirement plans
(www.irs.gov/ep). These pages provide the opportunity to access and subscribe
to various newsletters or e-mail alerts, such as the IRS Office of Federal, State,
and Local Governments' (FSLG) FSLG Newsletter and the Tax Exempt Bond
Community Update, which will keep auditors updated about relevant IRS activities.

Tax Exempt Debt Auction Failures and IRS
Notice 2008-27
.55 In response to a growing number of auction and remarketing failures
regarding variable rate tax exempt debt, the IRS published Notice 2008-27 to
address requests for relief from reissuance treatment of restructurings of tax
exempt obligations by issuers seeking to replace, wrap, or remove damaged
credit facilities and convert tender options (variable rate remarketed) bonds to
more marketable interest modes of debt.
.56 The effect of avoiding the reissuance classification is that the debt restructuring could avoid certain tax consequences and requirements associated
with typical refundings, including accelerated rebate payments, truncated yield
calculation periods, and other tax requirements.
.57 Generally, the notice clears the way for most debt restructurings that
are made to convert tax exempt debt from a short-term interest mode to a
long-term interest mode to avoid interest rate spikes and other negative consequences from auction or remarketing failures as a debt restructuring that
will not be considered a reissuance for federal tax purposes. The notice also
provides relief to certain tax exempt bonds undergoing a change in security or
credit enhancement.
.58 Notice 2008-27 may be found in its entirety at the IRS Web site for tax
exempt bonds at www.irs.gov/taxexemptbond/index.html.

IRS Focus on Tax Compliance
.59 The FSLG has indicated that it will focus on tax compliance issues
in 2008 in regards to state and local governments after completing an examination of community colleges and initiating another examination on housing
authorities. FSLG's customer base, with assets of more than $16 trillion employs more than 23 million people or approximately 20 percent of the American
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workforce, and annually pays wages of more than $775 billion and employment
taxes of more than $200 billion. Attention will be paid to abusive tax avoidance
transactions, such as certain health reimbursement arrangements.

Sales Tax on Internet Sales
.60 For years, this alert has discussed the ongoing debate about the taxation of Internet sales. As discussed in the 2006 and 2007 alerts, the Internet
Tax Nondiscrimination Act (Public Law [P.L.] 108-357, December 3, 2004) bans
new Internet access taxes and new, multiple, and discriminatory taxes on electronic commerce (e-commerce; that is, Internet sales) until November 1, 2007.
On October 31, 2007, President Bush signed a bill that provided an extension
of the moratorium for another seven years. P.L. 110-108, the Internet Tax Freedom Act Amendments Act of 2007, extended the moratorium to November 1,
2014, makes some changes to the grandfather clause in the original legislation
that protects state and local taxes imposed on Internet access prior to 1998, and
clarifies the definition of Internet access. Some legislators support a permanent
ban and, in January 2007, introduced a resolution entitled Permanent Internet
Tax Freedom Act (H.R. 743).

Audit and Attestation Issues and Developments
Government Auditing Standards Developments
July 2007 Revisions to Government Auditing Standards
.61 In July 2007, the GAO issued the 2007 revision to Government Auditing Standards (GAO-07-731G). The revisions supersede the 2003 revision, are
wide-ranging, and will affect your Government Auditing Standards financial
statement audits and attestation engagements for periods beginning on or after January 1, 2008 and for performance audits beginning on or after January
1, 2008. Early implementation is encouraged. The printed version of the 2007
revision is available and can be ordered from information provided on GAO's
Yellow Book Web page (www.gao.gov/govaud/ybk01.htm).
.62 Certain standards issued by the AICPA incorporated by reference into
the 2007 revision have earlier effective dates (see the "Summary of Recent Auditing and Attestation Pronouncements and Related Guidance" section of this
alert). The GAO has indicated that for financial statement audits conducted under Government Auditing Standards, the effective dates of those AICPA standards will apply.
.63 Additionally, the GAO states that the 2007 revision should be used in
conjunction with the following guidance documents, which are also available at
www.gao.gov/govaud/ybk01.htm:

•

Government Auditing Standards: Answers to Independence Questions (GAO-02-870G, July 2002)

•

Government Auditing Standards: Guidance on GAGAS Requirements for Continuing Professional Education (GAO-05-568G,
April 2005)
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Help Desk—The 2007 revision of Government Auditing Standards is available for download at no charge at www.gao.gov/
govaud/ybk01.htm. That site also has a summary of major changes
and a slide presentation on the revision (GAO-07-162G). Another document of interest describes the technical changes made by the GAO
from the January 2007 revision (which had been issued by the GAO
in advance of it finalizing the quality control and peer review sections in chapter 3) to the July 2007 revision. It can be found at
www.gao.gov/govaud/ltc0707.pdf.

Government Auditing Standards: Implementation Tool
.64 The GAO has issued a guidance document, Government Auditing Standards: Implementation Tool—Professional Requirements Tool for Use in Implementing Requirements Identified by "Must" and "Should" in the July 2007
Revision of Government Auditing Standards. The professional requirements
tool lists the requirements for audit organizations and auditors included in the
2007 revision of Government Auditing Standards.
.65 The tool is divided into four sections. The general requirements section contains entity-wide requirements for the audit organization and is intended for use in addition to the specific sections for financial audits, attestation engagements, and performance audits, which contain engagement-specific
requirements for the auditors conducting the engagement. Audit organizations
and auditors should also refer to the complete text of the 2007 revision of Government Auditing Standards to understand the context for those requirements
along with related guidance.
.66 The tool was prepared by the GAO's Government Auditing Standards
staff to facilitate audit organizations' and auditors' implementation of the standards and to assist auditors with documenting compliance with Government
Auditing Standards, and does not represent additional standards or requirements.
.67 The tool is available in an electronic PDF format at www.gao.gov/new.
items/d08210g.pdf (GAO-08-210G, December 2007). The tool should help auditors quickly identify standards and requirements, and make decisions about
those standards applicable to their audits.

Results of Federal Study on Single Audit Quality
.68 The long-awaited federal study on the quality of audits performed
under OMB Circular A-133, Audits of States, Local Governments, and NonProfit Organizations (also referred to as single audits) was issued on June 22,
2007. This section presents a summary of findings, a listing of some deficiencies
noted, and the report recommendations. The section also highlights the AICPA
and its Governmental Audit Quality Center's (GAQC) next steps to responding
to the report.

Summary of Findings
.69 The issues and deficiencies identified in each QCR were compiled, and
each engagement was then classified into one of three groupings. The groupings
are defined as follows:
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Acceptable. No deficiencies were noted, or one or two insignificant deficiencies were noted. In some cases, the acceptable audits had deficiencies with
applicable auditing criteria noted, which did not require corrective action,
but should be corrected going forward.
Limited Reliability. Significant deficiencies with applicable auditing criteria
were noted and require corrective action to afford unquestioned reliance
upon the entire audit.
Unacceptable. Deficiencies were so serious that the auditor's opinion on at
least one major program cannot be relied upon, or a material reporting
error was noted requiring that the report be reissued in order to be relied
upon by users, or both.
.70 The President's Council on Integrity and Efficiency (PCIE) report
clearly shows that improvements are needed in many areas. The tables that
follow summarize the overall results and results by stratum. In addition to
providing results by the number of audits reviewed, the OIGs also analyzed
the results in relation to the dollar amounts of federal awards reported in the
audits reviewed. Results in relation to dollar amounts reported in the audits
reviewed show a much higher percentage of acceptability. The following tables
show the results for both strata combined and then the results of Stratum I
and Stratum II individually.3
TOTAL SAMPLE (STRATA I and II)
Acceptable

Limited
Reliability

Unacceptable

Total

Sampled Audits

115

30

63

208

Percent of Audits

49%

16%

35%

100%

Percent of
Federal Dollars

93%

2%

5%

100%

STRATUM I (>$50 Million in Federal Expenditures)
Acceptable

Limited
Reliability

Unacceptable

Total

Sampled Audits

61

12

23

96

Percent of Audits

64%

12%

24%

100%

Percent of
Federal Dollars

93%

2%

5%

100%

STRATUM II ($500 Thousand–$50 Million in Federal Expenditures)
Acceptable

Limited
Reliability

Unacceptable

Total

Sampled Audits

54

18

40

112

Percent of Audits

48%

16%

36%

100%

Percent of
Federal Dollars

56%

10%

34%

100%

3
The report indicates the confidence parameter was 90 percent, and the precision parameters
ranged between plus or minus 2.1 percentage points and 7.9 percentage points.
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Deficiencies Identified
.71 The PCIE report goes into detail regarding the deficiencies noted on
the audits reviewed. The following presents a brief summary of deficiencies
identified:

•
•
•
•
•
•
•
•
•
•

Misreporting of audit coverage of major federal programs
Unreported audit findings
Compliance testing not documented as performed or not applicable
Deficiencies in understanding and testing of internal control over
compliance
Deficiencies in risk assessments as part of major program determination
Missing audit finding information
Deficiencies in presentation and auditing of the Schedule of Expenditures of Federal Awards
Management representations related to federal awards missing
or misdated
Consideration of audit materiality at the major federal program
level not documented
Other kinds of deficiencies (described in appendix A of the report)

PCIE Report Recommendations
.72 The PCIE report proposes a three-pronged approach for reducing the
deficiencies noted and to improve the quality of single audits. The recommendations in the report are directed to various organizations, including the OMB
and other federal agencies, the AICPA, and other single audit stakeholders. A
summary of the recommendations is as follows:

•

Revise and improve single audit criteria, standards, and guidance
to address deficiencies noted in the report. Specific recommendations are described throughout part II and the "Other Matters"
sections of the PCIE report and include recommendations for revisions to Circular A-133 and, in some cases, additions or clarifications to AICPA auditing standards and the AICPA Audit Guide
Government Auditing Standards and Circular A-133 Audits.

•

Establish minimum requirements for completing comprehensive
single audit training as a prerequisite for conducting such audits
(the report suggests at least 16–24 hours) and, thereafter, require
single audit update training for continued performance of single
audits.

•

Review and enhance processes to address unacceptable audits and
not meeting established training and continuing professional education (CPE) requirements. This includes (a) reviewing the process of suspension and debarment; (b) identifying ways that the
AICPA and state boards of accountancy can further the quality
of single audits and address due professional care issues; and (c)
identifying, reviewing, and evaluating the potential effectiveness
of other ways to address unacceptable audits (these other ways
could include sanctions to be applied to auditors, fines, or both).
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Next Steps
.73 The AICPA shares the commitment of the federal agencies involved
in the project to improving the quality of single audits. Many of the audits
reviewed were performed 4–5 years ago, and the AICPA is hopeful that many
endeavors over the last several years (for example, the launch of the GAQC)
have already begun to address some of the issues raised in the PCIE report.
.74 However, auditors should take this report very seriously and read the
PCIE report in its entirety to determine if the audit quality deficiencies cited in
the report may affect the planning of your future engagements or your current
audit methodologies and documentation practices.
.75 The AICPA and the GAQC Executive Committee and GAQC staff have
established several task forces and are working closely with the federal government to address the PCIE report recommendations. During the course of the
next year, auditors should watch the GAQC Web site at www.aicpa.org/GAQC
for updates on initiatives undertaken by the AICPA and others in response to
the PCIE report.

Help Desk—To access the PCIE report go to the following Web site:
www.ignet.gov/pande/audit/NatSamProjRptFINAL2.pdf.

AICPA Audit Committee Toolkit for Government Entities
.76 Taxpayers and citizens of governmental entities expect a government
to be publicly accountable for the services it provides and for how it utilizes its
resources to provide those services. An audit committee has the opportunity
to assist the governing body with fiscal accountability demonstrated through
strong internal controls, budgetary and other legal compliance, accurate and
timely financial reporting, sound business practices, and a culture of strong
moral and ethical behavior. More specifically, an audit committee with a government organization can help the government achieve the following:

•
•

•

Improve financial practices and reporting. An audit committee
can periodically meet with the government's chief executive and
financial officers to review, monitor, and direct activities and results related to the government's maintenance of internal controls
and preparation of financial reports.
Enhance the internal audit function. When an internal audit team
reports directly to the audit committee, the internal audit team
can provide information to the audit committee about whether the
government is meeting its financial and compliance responsibilities, and recommend changes in practices and internal controls
when necessary.
Enhance the external audit function. An audit committee can meet
with the external auditors to get independent observations about
management's efforts to maintain strong internal controls, appropriate financial reporting, and sound business practices.

.77 For governments interested in establishing or enhancing an audit
committee, the AICPA Audit Committee Toolkit: Government Organizations
(toolkit) provides valuable information and tools that will help a governing
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body and its officials create an effective audit committee function to help improve fiscal accountability.
.78 These tools inform and educate audit committees about changes in
government reporting standards and the government environment as a whole.
For governments who already have an audit committee, the toolkit may improve
the efficiency and effectiveness of the audit committee. In either situation, the
toolkit's easy-to-use set of checklists, questionnaires, and other useful information can make the audit committee's job easier to accomplish. The goal of
the toolkit is to assist government audit committees in taking a much greater
role in providing information to and assisting the governing body with meeting their fiduciary responsibilities. The audit committee tools are available for
download from Audit Committee Effectiveness Center of the AICPA Web site
at www.aicpa.org/Audcommctr/toolkitsgovt/homepage.htm.

Other Governmental Audit Issues and Developments
Structured Investment Vehicles
.79 Many state and local governments have found themselves invested
in structured investment vehicles (SIVs) without a sufficient understanding of
their function and risks. A SIV is a fund that borrows money by issuing shortterm securities at low interest and then lends that money by buying long-term
securities at higher interest, making a profit for investors from the difference.
A SIV is a type of relatively large structured credit product and invests in a
range of asset-backed securities, as well as some financial corporate bonds. A
SIV has an open-ended structure in that it plans to stay in business indefinitely
by buying new assets as the old ones mature, and the SIV generally exchanges
investments without providing investors transparency.
.80 The risk that arises from the transaction is twofold. First, the solvency
of the SIV may be at risk if the value of the long-term security that the SIV
has bought falls below that of the short-term securities that the SIV has sold.
Second, there is liquidity risk, as the SIV borrows short term and invests long
term; that is, pay-outs become due before the pay-ins are collected. Unless a
governmental borrower can refinance short-term at favorable rates, it may be
forced to sell the asset into a depressed market.
.81 The subprime mortgage crisis has caused a widespread liquidity
crunch in the markets. Investors have become reluctant to invest as the crisis spreads. A number of SIVs have fallen victim to the lack of liquidity, while
others received support from a sponsoring bank.
.82 Auditors of state and local government-holding investments in SIVs
should obtain a thorough understanding of the investment vehicle and place a
particular audit focus on the risks associated with the investment (collateral).
Because of the complexity of these investment instruments, auditors should
give due consideration to involving specialists in the audit engagement to assist
in this evaluation.

Pensions, OPEB, and the Use of Specialists
.83 Upon the effective dates of GASB Statement No. 43; No. 45; and No.
50, Pension Disclosures—An Amendment of GASB Statements No. 25 and No.
27, defined benefit OPEB plans, defined benefit pension plans, and certain government employers are required to disclose, among other things, information
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about the funded status and funding progress of the plans as of the most recent
actuarial valuation date in the notes to the financial statements. Such information includes, but is not limited to, the actuarial valuation date, actuarial
assumptions, actuarial value of assets, the actuarial accrued liability, the total
unfunded actuarial accrued liability, and the annual covered payroll. Most of
these governments will use the services of an actuary in the valuation of the
OPEB plan and determination of annual required contributions and annual
OPEB costs and liabilities. Prior to these new standards, the funded status
and funding progress of defined benefit pension plans was reported solely in
required supplementary information (RSI). Under professional standards, the
auditor has a greater responsibility for information disclosed in the notes to
the financial statements than for information reported in RSI. Because auditors may not have actuarial knowledge, they may rely on information provided
by plan actuaries. As a result, AU section 336, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1), will have particular importance
to the auditor of state and local government financial statements when such
government provides pensions and OPEBs and uses actuarial services for determination of financial statement amounts and disclosures. Paragraph .12 of
AU section 336 states that, while determining the appropriateness and reasonableness of the methods and assumptions used and their application is the
responsibility of the actuary, the auditor should (a) obtain an understanding
of the methods and assumptions used by the specialist, (b) make appropriate
tests of data (such as census data) provided to the specialist, and (c) evaluate
whether the specialist's findings support the related assertions in the financial
statements.
.84 The auditor might consider it necessary to retain a specialist to assist
in evaluating the work of the plan actuary.
.85 Some example procedures for the auditor's consideration in meeting
the requirements of paragraph .12 of AU section 336 regarding the entity's use
of an actuary should include the following:

•

Obtaining an understanding of the actuary's objectives, scope of
work, actuarial methods, actuarial assumptions, and source and
calculation methodology of health care cost trends within the acceptable parameters of the GASB statements

•

Making appropriate tests of data provided to the actuary by considering the reliability and completeness of the plan census data
and source of discount rates used

•

Evaluating whether the actuary's findings support the related assertions in the financial statements by understanding what benefits are included in the substantive plan, the policy for contributions, and how plan investments are valued

Credit Markets and Insurance
.86 The crisis in the credit markets has claimed a number of victims including municipal bond insurers. Early in 2008, the credit ratings of some bond
insurers were either downgraded or put on review for possible downgrade because of concerns over exposure to collateralized debt obligation backed by subprime and residential mortgages.
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.87 In addition to concerns over the impact of this crisis on typical insured
municipal bonds, especially those that require remarketing, auditors should
also be aware that certain lease/leaseback arrangements typically contain insurance provisions that can result in lessee financial consequences when insurance ratings are downgraded or there is an absence of insurance. Further, the
government entity could be required to provide appropriate collateral and often
the original asset is no longer sufficient to meet the collateral needs. When these
circumstances arise, the auditor should consider and evaluate the liability as
well as disclosures surrounding the potential for deterioration of the insurer's
rating and the condition of the collateral.

Component Units
.88 Questions regarding the appropriate reporting treatment for component units pursuant to GASB Statement No. 14, The Financial Reporting Entity, and No. 39, Determining Whether Certain Organizations Are Component
Units—an amendment of GASB Statement No. 14, continue to be a leading area
of inquiry for GASB staff and the GAQC. Auditors should consider annually
revisiting and reevaluating component unit treatment within the reporting entity's financial statements, especially in light of potential amendments or other
changes to bylaws, trust indentures, or legal arrangements between separate
legal entities.

Pollution Remediation
.89 GASB Statement No. 49, Accounting and Reporting for Pollution Remediation Obligations, addresses accounting and financial reporting standards
for pollution remediation obligations, which are obligations to address the current or potential detrimental effects of existing pollution by participating in
pollution remediation activities such as site assessments and cleanups. It is effective for financial statements for periods beginning after December 15, 2007,
with measurement of pollution remediation liabilities required as of the beginning of the period so that the beginning balance of net assets can be restated.
Of particular concern to auditors of state and local government financial statements are the assertions of existence, completeness, and valuation. Because of
the difficulty in obtaining sufficient legal letter representations regarding these
potential obligations, the auditor should generally consider the existence, completeness, and valuations assertions as possessing a relatively high inherent
risk of misstatement when performing risk assessment procedures. See additional discussion of GASB Statement No. 49 in the "Accounting Issues and
Developments" section of this alert.

Summary of Recent Auditing and Attestation Pronouncements
and Related Guidance
.90 Presented in the following table is a list of recently issued auditing and attestation pronouncements and related guidance. For information
on auditing and attestation standards issued subsequent to the writing of
this alert, please refer to the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing. You may also look for announcements
of newly issued standards in the CPA Letter, Journal of Accountancy, and
in the quarterly electronic newsletter In Our Opinion, issued by the AICPA
Auditing Standards team, available at www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+Attest+Standards/Opinion.
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Recent Auditing and Attestation Pronouncements
and Related Guidance
Statement on Auditing Standards (SAS) No. 114, The
Auditor's Communication With
Those Charged With Governance (AICPA, Professional
Standards, vol. 1, AU sec. 380)
Issue Date: December 2006
(Applicable to audits conducted
in accordance with generally
accepted auditing standards
[GAAS])

This standard replaces SAS No. 61, Communication With Audit Committees. The standard requires the auditor to conduct twoway communication with those charged with
governance about certain significant matters related to the audit and also establishes
standards and provides guidance on which
matters should be communicated, who they
should be communicated to, and the form and
timing of the communication. It is effective
for audits of financial statements for periods
beginning on or after December 15, 2006.

SAS No. 113, Omnibus Statement on Auditing Standards—
2006 (AICPA, Professional
Standards, vol. 1)
Issue Date: November 2006
(Applicable to audits conducted
in accordance with GAAS)

This standard does the following:

•

•

•
•

SAS No. 112, Communicating Internal Control Related
Matters Identified in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325)
Issue date: May 2006
(Applicable to audits conducted
in accordance with GAAS)

Revises the terminology used in the 10
standards of SAS No. 95, Generally Accepted Auditing Standards, to reflect terminology in SAS No. 102, Defining Professional Requirements in Statements on
Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 120).
Adds a footnote to the headings before
paragraphs 35 and 46 in SAS No. 99, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), to provide a
clear link between the auditor's consideration of fraud and the auditor's assessment
of risk and the auditor's procedures in response to those assessed risks.
Replaces throughout the SASs the term
completion of fieldwork with the term date
of the auditor's report.
Changes the convention for dating the representation letter by requiring that it be
dated as of the date of the auditor's report.

This standard supersedes SAS No. 60, Communication of Internal Control Related Matters Noted in an Audit. It establishes requirements and provides extensive guidance about
communicating matters related to an entity's
internal control over financial reporting identified while performing an audit of financial
statements. SAS No. 112 also requires that
certain communications be in writing. It is
effective for periods ending on or after December 15, 2006.
(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance—continued
SAS Nos. 104–111, the risk assessment standards
Issue Date: March 2006
(Applicable to audits conducted in accordance with GAAS)

See the "AICPA Risk Assessment Standards" section in this alert.

Statement on Standards for Attestation Engagements (SSAE) No.
14, SSAE Hierarchy (AICPA, Professional Standards, vol. 1, AT sec. 50)
Issue Date: November 2006

This SSAE identifies the body of attestation literature, clarifies the authority of attestation publications issued by the AICPA and others, specifies
the extent of familiarity a practitioner
needs to have with various kinds of attestation publications when conducting an attestation engagement, and
amends the 11 attestation standards to
reflect the terminology used in SSAE
No. 13, Defining Professional Requirements in Statements on Standards for
Attestation Engagements (AICPA, Professional Standards, vol. 1, AT sec. 20).
It is effective when the subject matter
or assertion is as of or for a period ending on or after December 15, 2006.

Interpretation No. 1, "Communicating Deficiencies in Internal Control
Over Compliance in an Office of Management and Budget (OMB) Circular A-133 Audit" of AU section 325,
Communicating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards, vol.
1, AU sec. 9325 par. .01–.04)
Issue Date: July 2007
(Interpretive publication)

This auditing interpretation interprets
AU section 325, Communicating Internal Control Related Matters Identified
in an Audit (AICPA, Professional Standards, vol. 1), and addresses how the
definitions of the terms control deficiency, significant deficiency, and material weakness should be adapted and
applied in the context of reporting on
internal control over compliance in a
single audit.

Interpretation No. 1, "Use of Electronic Confirmations" of AU section 330, The Confirmation Process
(AICPA, Professional Standards, vol.
1, AU sec. 9330 par. .01–.06)
Issue Date: March 2007
(Interpretive publication)

This auditing interpretation interprets
AU section 330, The Confirmation Process (AICPA, Professional Standards,
vol. 1), and addresses the issue of electronic confirmations.

AICPA Technical Practice Aid (TPA)
Technical Questions and Answers
(TIS) sections 8200.05–.16 (AICPA,
Technical Practice Aids)
Issue Dates: April and May 2008
(Nonauthoritative)

These questions and answers in TIS
section 8200, Internal Control, were developed in response to common questions received from members regarding
the implementation of SAS Nos. 104–
111, referred to as the risk assessment
standards.
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Recent Auditing and Attestation Pronouncements
and Related Guidance—continued
TIS section 9120.08, "Part of an
Audit Performed in Accordance
With International Standards
on Auditing" (AICPA, Technical
Practice Aids)
Issue Date: April 2008
(Nonauthoritative)

This question and answer discusses the implications to the principal auditor's report
when part of an audit is conducted by other
independent auditors in accordance with International Standards on Auditing or another
country's auditing standards.

TIS section 9100.06, "The Effect of Obtaining the Management Representation Letter on Dating the Auditor's Report" (AICPA, Technical Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses whether
the auditor is required to have the signed
management representation letter in hand as
of the date of the auditor's report. The question and answer indicates that although the
auditor need not be in physical receipt of the
representation letter on the date of the auditor's report, management will need to have
reviewed the final representation letter and,
at a minimum, have orally confirmed that
they will sign the representation letter, without exception, on or before the date of the representations.

TIS section 8350.01, "Current Year Audit Documentation
Contained in the Permanent
File" (AICPA, Technical Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses whether
the provisions of SAS No. 103, Audit Documentation (AICPA, Professional Standards,
vol. 1, AU sec. 339), related to documentation completion and retention, apply to current year audit documentation maintained in
the permanent file. The question and answer
indicates that SAS No. 103 does apply to current year audit documentation maintained in
a permanent file, or, for that matter, maintained in any type of file, if the documentation serves as support for the current year's
audit report.

AICPA Professional Issues
Task Force Practice Alert 03-1,
Audit Confirmations (AICPA,
Technical Practice Aids, PA
sec. 16,240)
Revised: June 2007
(Nonauthoritative)

This practice aid is a response to practitioners' current concerns about audit confirmations and includes discussion of improving
confirmation response rates, negative versus positive confirmation requests, nonresponses to positive confirmations, responses
to positive confirmation requests indicating
exception, and use of electronic confirmations
among other topics.

The Auditor’s Communication With Those Charged With
Governance
.91 In December 2006, the Auditing Standards Board (ASB) issued SAS
No. 114, The Auditor's Communication With Those Charged With Governance
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(AICPA, Professional Standards, vol. 1, AU sec. 380), which supersedes SAS
No. 61, Communication With Audit Committees. This SAS establishes standards and provides guidance to auditors on matters required to be communicated with those charged with governance in relation to an audit of financial
statements and became effective for audits of financial statements for periods
beginning on or after December 15, 2006. SAS No. 61 established communication requirements applicable to entities that either have an audit committee or
have otherwise formally designated oversight of the financial reporting process
to a group equivalent to an audit committee. However, SAS No. 114 broadens
the applicability of the SAS to audits of the financial statements of all nonissuers including state and local governments, regardless of size, ownership, or
organizational structure.
.92 SAS No. 114 provides a framework for the auditor's communication
with those charged with governance and identifies specific matters to be communicated, many of which are generally consistent with the requirements in
SAS No. 61. However, SAS No. 114 does include certain additional matters
to be communicated and provides additional guidance on the communication
process. Among other matters, SAS No. 114 adds requirements to communicate an overview of the planned scope and timing of the audit. It also requires
that significant matters communicated with those charged with governance be
documented.

Identifying Those Charged With Governance
.93 The SAS uses the term those charged with governance to refer to those
with responsibility for overseeing the strategic direction of the entity and obligations related to the accountability of the entity, including overseeing the entity's financial reporting process. The SAS uses the term management to refer
to those who are responsible for achieving the objectives of the enterprise and
who have the authority to establish policies and make decisions by which those
objectives are to be pursued.
.94 The auditor should determine the appropriate person(s) within the entity's governance structure with whom to communicate. The appropriate person(s) may vary depending on the matter to be communicated. Governance
structures vary by entity, reflecting influences such as size and other organizational characteristics. In addition, for state and local governments, auditor
judgment may be required to determine the appropriate parties or individuals
with whom to communicate when the financial reporting entity is comprised
of a primary government and component units with different governing bodies
and governance structures.
.95 Because there is such diversity, it is not possible for SAS No. 114
to specify for all audits the person(s) with whom the auditor is to communicate particular matters. Furthermore, in some cases the appropriate person(s)
with whom to communicate may not be clearly identifiable from the engagement circumstances, for example, entities where the governance structure is
not formally defined, such as some financial reporting entities that comprise the
primary government and discretely presented component units. The auditor's
understanding of the entity's governance structure and processes obtained in
accordance with SAS No. 109, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards, vol. 1, AU sec. 314), is relevant in deciding with whom to communicate
matters. When the appropriate person(s) with whom to communicate are not
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clearly identifiable, the auditor and the engaging party should agree on the relevant person(s) within the entity's governance structure with whom the auditor
will communicate.

Issues Regarding Two-Way Communications
.96 SAS No. 114 paragraphs 7–8 discuss the role of communication between the auditor and those charged with governance. Paragraph 8 indicates
that SAS No. 114 focuses primarily on communications "from the auditor to
those charged with governance," but also states that effective two-way communication is important.
.97 The GAQC staff has received a number of inquiries regarding the
appropriate method to establish two-way communication. Auditors should consider the following:

•

The objectives of the communication are to ensure that those
charged with governance understand the auditor's responsibilities, to obtain from those charged with governance information
relevant to the audit, and to provide those charged with governance information relevant to their responsibilities.

•

The standard has no authority to require the client or those
charged with governance to communicate with the auditor. It
merely emphasizes the benefits of two-way communication and
provides guidance for such communications.

•

If the client and those charged with governance are unwilling to
engage in requested two-way dialogue, this may be an indication
of an unsatisfactory control environment and could be considered
as a significant deficiency or material weakness to be communicated pursuant to SAS No. 112, Communicating Internal Control
Related Matters Identified in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325).

Communicating Internal Control Related Matters Identified in an
Audit
.98 The ASB issued SAS No. 112, which became effective for audits of
financial statements for periods ending on or after December 15, 2006. SAS No.
112 establishes standards and provides guidance on communicating matters
related to an entity's internal control over financial reporting (internal control)
identified in an audit of financial statements. This SAS is applicable whenever
an auditor expresses an opinion on financial statements (including a disclaimer
of opinion). Among other things, SAS No. 112 does the following:

•

Requires the auditor to communicate control deficiencies that
are significant deficiencies or material weaknesses in internal
control. The terms are defined in the SAS. When SAS No. 112
was issued, the terms significant deficiencies and material weaknesses were consistent with Public Company Accounting Oversight Board (PCAOB) Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements. However, with the
adoption of PCAOB Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An
Audit of Financial Statements (AICPA, PCAOB Standards and
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Related Rules, Rules of the Board, "Standards"), the PCAOB redefined these terms, which now differ from SAS No. 112.

•

Provides guidance on evaluating the severity of control deficiencies identified in an audit of financial statements and requires that
the auditor conclude whether prudent officials, having knowledge
of the same facts and circumstances, would agree with the auditor's classification of the deficiency.

•

Identifies areas in which control deficiencies ordinarily are to be
evaluated as at least significant deficiencies, and identifies indicators that control deficiencies should be regarded as at least a
significant deficiency and a strong indicator of a material weakness.

•

Requires the auditor to communicate significant deficiencies and
material weaknesses identified in the audit, in writing, to management and those charged with governance. This includes the
significant deficiencies and material weaknesses that were communicated in previous audits if they have not yet been remediated.

•

Indicates that the communication must be in writing and is best
made by the report release date (the date on which the auditor
grants permission for the client to use the auditor's report in connection with the financial statements), but should be made no later
than 60 days following the report release date.

•

Contains illustrative written communications to management and
those charged with governance.

Discussions With Management and Others
.99 The requirements of SAS No. 112 have changed perceptions regarding
the auditor's role in the client's internal control in some circumstances. Auditors may have to continue to explain to clients that the auditor cannot be a part
of their internal control. Only the client—not the auditor—can correct control
deficiencies. However, a CPA firm, other than the auditor, that does not provide attest services for the client can be part of a client's internal control. This
may continue to raise questions regarding the role of outsourcing in achieving
management's internal control objectives.
.100 Auditors may be called upon to hold discussions with management
and other users of the auditor's written communication, such as regulators, to
explain why the nature and extent of the internal control matters communicated to management and those charged with governance are different from
the matters communicated in prior years. One reason is that the criteria have
changed because of the introduction of the term significant deficiencies and its
definition as well as a new definition of material weaknesses. Another reason is
that auditors have to include in written communication significant deficiencies
and material weaknesses that were identified and communicated in previous
years until these deficiencies have been remediated. Auditors may need to explain to management and other users that the auditors are required to inform
them of the significant deficiencies and material weaknesses every year as long
as those deficiencies still exist.
.101 Auditors may also need to hold discussions with management and
those charged with governance who ask how the auditors were able to express
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an unqualified opinion on the financial statements when material weaknesses
in internal control were present. Auditors may wish to explain that the audit
was designed to provide reasonable assurance that the financial statements
are free from material misstatements. Internal control should be designed to
prevent or detect material misstatements. As previously stated, the auditor
cannot be part of a client's internal control system. Auditors can express an unqualified opinion on the financial statements even though material weaknesses
in internal control are present because sufficient procedures were performed
and appropriate audit evidence was obtained to afford reasonable assurance
that the financial statements are free from material misstatement. However,
these procedures do not correct or remediate control deficiencies; the deficiencies in internal control could still result in a material misstatement not being
prevented or detected and corrected, by the client.

Issues for Audits of Smaller Entities
.102 An issue that has caused concern is the extent to which the auditor
may be involved in the drafting of an entity's financial statements. A strong
indication that a material weakness in internal control exists is that a client
has ineffective controls over the preparation of its financial statements such
that client controls are absent or controls are not effective in preventing, or
detecting and correcting, material misstatements in the preparation of financial statements, including the related notes. Although the auditor can propose
adjustments and assist in assembling or drafting the financial statements, the
auditor cannot establish or maintain the client's controls, including monitoring
ongoing activities, because doing so would impair independence.4 How an auditor responds to a client's internal control deficiency, in terms of designing and
carrying out auditing procedures, does not affect or mitigate a client's internal
control deficiency. Just as an auditor's response to detection risk is independent
of the client's control risk, so too the auditor's response to a client's control deficiency by assisting in drafting the financial statements does not change that
control deficiency.
.103 The requirements of SAS No. 112 will continue to introduce possible opportunities for auditors. Auditors can help clients evaluate the costbenefit implications of improving their internal control, including training
their personnel to be more knowledgeable. Auditors can also teach clients how
to develop a risk assessment approach to designing internal control. Readers should also note that the Internal Control Task Force of the ASB is revising SAS No. 112 in response to the adoption of PCAOB Auditing Standard No. 5 and International Standards on Auditing. Auditors should watch
the GAQC Web site at www.aicpa.org/gaqc for updates on developments in
this area and how those developments will affect state and local government
audits.
.104 The AICPA published Audit Risk Alert Understanding SAS No. 112
and Evaluating Control Deficiencies (product no. 022536kk) to assist in understanding the requirements of this SAS. This Audit Risk Alert provides specific
case studies to help determine whether identified control deficiencies would
constitute a significant deficiency or material weakness; it can be obtained by
calling the AICPA at (888) 777-7077 or visiting www.cpa2biz.com.

4
See Ethics Ruling 101-3, "Performance of nonattest services," of the AICPA Code of Professional
Conduct (AICPA, Professional Standards, vol. 2, ET sec. 101.05).
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Audits Performed Under Government Auditing Standards
.105 Because many state and local government financial statement audits
are also performed under Government Auditing Standards, auditors should be
aware that the required Government Auditing Standards reporting is also affected by the issuance of SAS No. 112. As noted by the GAO upon issuance
of the 2007 revision to the Yellow Book (see further discussion in the section titled "Government Auditing Standards Developments"), auditors should
adopt the terminology and definitions in SAS No. 112 when reporting on internal control deficiencies. Updated Yellow Book report illustrations have been
posted to the GAQC Web site at http://gaqc.aicpa.org/Resources/Illustrative+
Auditors+Reports. In the event your auditees are also subject to OMB Circular
A-133, the GAQC Web site also includes updated internal control reporting for
those audits.

AICPA Risk Assessment Standards
.106 The eight SASs referred to as the risk assessment standards (SAS
Nos. 104–111) became effective for audits of financial statements for periods
beginning on or after December 15, 2006, (earlier application was permitted),
which means they are effective for 2007 calendar year audits. Although the
SASs include many of the underlying concepts and detailed performance requirements contained in the standards they amend or supersede, they do create
significant new requirements for the auditor. The risk assessment standards
provide extensive guidance on how to apply the audit risk model when planning
and performing financial statement audits, focusing on identifying and assessing the risks of material misstatements, further designing and performing tailored audit procedures in response to the assessed risks at relevant assertion
levels, and improving the linkage between the risks, controls, audit procedures,
and conclusions.

Key Provisions of the Risk Assessment Standards
.107 Whether due to error or fraud, the risk assessment standards require
the auditor to understand and respond to the risks of material misstatement.
That understanding should identify risks that may lead to a material misstatement in the client's financial statements and any mitigating controls in place.
The risk assessment standards place an even greater emphasis on the understanding and testing of internal control. Auditors may no longer simply default
to a maximum control risk. Although this does not mean auditors are required
to test and rely on controls as part of their audit strategy, they should assess
how all five components of internal control over financial reporting relate to
the client that they are auditing (see the Committee on Sponsoring Organizations of the Treadway Commission's framework at www.coso.org/key.htm).
These standards may significantly affect the formality of your risk assessment
and documentation and may vary greatly from what auditors have previously
done. Implementation of the SASs should have already been completed and has
likely resulted in significant changes to firm audit methodologies and personnel
training.

Unique Aspects of Applying the Risk Assessment Standards for State
and Local Government Audits
.108 As discussed in more detail in chapter 4 of the AICPA Audit and Accounting Guide State and Local Governments, in considering risks of material
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misstatement at the overall financial statement level (the financial statements
taken as a whole), in a governmental audit, the term taken as a whole means
considering each opinion unit separately. Opinion units could include: governmental activities; business-type activities; aggregate discretely presented component units, each major governmental and enterprise fund, and the remaining
fund information—nonmajor governmental and enterprise funds, internal service funds, and fiduciary funds. In addition, risks of a pervasive nature often
relate to the government entity's control environment and are not necessarily
identifiable with specific relevant assertions at the class of transactions, account
balance, disclosure level, or opinion unit. Such risks may be especially relevant
to the auditor's consideration of the risks of material misstatement arising from
fraud, for example, through management override of internal control.

Risk Assessment Standards Technical Practice Aids
.109 To assist auditors in implementing the risk assessment standards
in their audits, the AICPA has issued a series of nonauthoritative Technical
Practice Aid (TPA) Technical Questions and Answers (TIS) relating to internal control. TIS sections 8200.05–.16 (AICPA, Technical Practice Aids), have
been developed in response to common questions received from auditors. Topics include testing the operating effectiveness of internal control, obtaining an
understanding of the control environment, use of walkthroughs, documenting
internal control, and several others.

Companion Audit Guide
.110 In December 2006, the AICPA published Audit Guide Assessing
and Responding to Audit Risk in a Financial Statement Audit (product no.
012456kk). This guide helps auditors further understand the risk assessment
standards. It includes practical guidance, examples, and an in-depth case study.
The guide can be ordered by calling the AICPA at (888) 777-7077 or visiting
www.cpa2biz.com.

Accounting Issues and Developments
GASB Accounting Standards Upcoming Implementation Dates
.111 A number of GASB pronouncements issued prior to 2007 have provisions with effective dates for fiscal periods ending in 2008 and 2009. These
pronouncements and applicable implementation provisions are highlighted as
follows.

GASB Statement No. 27, Accounting for Pensions by State and Local
Governmental Employers—Reduction in Maximum Amortization Period
for Unfunded Actuarial Liability
.112 This statement established standards for the measurement, recognition, and display of pension expenditures and related liabilities, assets, note
disclosures, and RSI in the financial statements of state and local government
employers. Paragraph 10.f.1 of GASB Statement No. 27 provided that, for purposes of calculating the annual required contribution, the maximum acceptable amortization period for the total unfunded actuarial liability (UAL) was
40 years for a term of not more than 10 years from the effective date of GASB
Statement No. 25, Financial Reporting for Defined Benefit Pension Plans and
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Note Disclosures for Defined Contribution Plans. After that 10-year term, the
maximum acceptable amortization period is 30 years.
.113 While GASB Statement No. 27 became effective for periods beginning
after June 15, 1997, its companion statement GASB Statement No. 25 became
effective for periods beginning after June 15, 1996. Therefore, the maximum
UAL amortization period of 30 years is effective for periods beginning after
June 15, 2006.

GASB Statement No. 34, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local
Governments—Retroactive General Infrastructure Reporting—Phase 2
Governments
.114 Included among the many provisions of GASB Statement No. 34 was
the requirement for the reporting of general infrastructure assets. Paragraph
148 of GASB Statement No. 34 required prospective reporting of general infrastructure assets in the statement of net assets based on the phased-in dates
as noted in the following:

•

Phase 1 governments—with total annual revenues of $100 million or more—should apply the requirements of this statement in
financial statements for periods beginning after June 15, 2001.

•

Phase 2 governments—with total annual revenues of $10 million
or more, but less than $100 million—should apply the requirements of this statement in financial statements for periods beginning after June 15, 2002.

•

Phase 3 governments—with total annual revenues of less than
$10 million—should apply the requirements of this statement in
financial statements for periods beginning after June 15, 2003.

.115 However, retroactive reporting of all major general infrastructure
assets was only encouraged at the above dates. GASB indicated that, effective at later dates, Phase 1 and 2 governments would be required to retroactively report all major general infrastructure assets, while Phase 3 governments
were encouraged but not required to report major general infrastructure assets
retroactively.
.116 Phase 1 governments, as described in the preceding summary, were
required to retroactively report all major general infrastructure assets for fiscal
years beginning after June 15, 2005. Phase 2 governments will now be required
to retroactively report all major general infrastructure assets for fiscal years
beginning after June 15, 2006.
.117 As we discussed in previous alerts, we have been asked whether that
retroactive reporting of infrastructure is a change in accounting principle that
requires the auditor to include an explanatory paragraph in the auditor's report
on the financial statements in the year of retroactive reporting. The answer is
no because the change in accounting principle occurred in the year that the entity adopted GASB Statement No. 34. Because the retroactive reporting would
result in a restatement of beginning net assets, the matter would likely be disclosed in the notes to the financial statements. The auditor should consider
whether appropriate disclosure has been made in the year of retroactive reporting. Further, while the retroactive reporting is not a change in accounting
principle, the auditor may add an explanatory paragraph to the auditor's report
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to emphasize the matter as provided in AU section 508 paragraph .19, Reports
on Audited Financial Statements (AICPA, Professional Standards, vol. 1).

GASB Statement No. 43, Financial Reporting for Postemployment
Benefit Plans Other Than Pension Plans
.118 This statement establishes standardized financial reporting standards for OPEB plans. The standards in this statement apply for OPEB trust
funds included in the financial statements of plan employers, as well as for the
outside financial statements of OPEB plans or the employee retirement systems, or other third parties that oversee them. Requirements for reporting of
OPEB funds by administrators of multiple-employer OPEB plans is also described in this statement when the fund used to accumulate assets and pay
benefits or premiums when due is not a trust fund.
.119 The requirements of GASB Statement No. 43 for an OPEB plan are
effective one year prior to the effective date of the related GASB Statement
No. 45 for the employer (single-employer plan) or for the largest participating employer in the plan (multiple-employer plan). The requirements of GASB
Statement No. 45 are effective in three phases based on a government's implementation phase for the purpose of GASB Statement No. 34. (See preceding
explanation of Phase 1, 2, and 3 governments in the GASB Statement No. 34
discussion.) Plans in which the sole or largest participating employer was a
Phase 1 government, for the purpose of implementation of GASB Statement
No. 34, were required to apply the requirements of GASB Statement No. 43 in
financial statements for periods beginning after December 15, 2005. Plans in
which the sole or largest participating employer was a Phase 2 government, for
the purpose of implementation of GASB Statement No. 34, should apply the
requirements of GASB Statement No. 43 in financial statements for periods
beginning after December 15, 2006. Plans in which the sole or largest participating employer was a Phase 3 government, for the purpose of implementation
of GASB Statement No. 34, should apply the requirements of GASB Statement
No. 43 in financial statements for periods beginning after December 15, 2007.
Early implementation of GASB Statement No. 43 is encouraged.

GASB Statement No. 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions
.120 This statement establishes standards of accounting and financial
reporting for OPEB expense/expenditures and related liabilities or assets, note
disclosures, and RSI in the financial statements of state and local governmental
employers.
.121 The requirements of GASB Statement No. 45 are effective in three
phases. Governments that were Phase 1 governments, for the purpose of implementation of GASB Statement No. 34, should apply the requirements of GASB
Statement No. 45 in financial statements for periods beginning after December 15, 2006. Governments that were Phase 2 governments, for the purpose of
implementation of GASB Statement No. 34, should apply the requirements of
GASB Statement No. 45 in financial statements for periods beginning after December 15, 2007. Governments that were Phase 3 governments, for the purpose
of implementation of GASB Statement No. 34, should apply the requirements
of GASB Statement No. 45 in financial statements for periods beginning after December 15, 2008. All component units are required to implement the
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requirements of GASB Statement No. 45 no later than the same year as their
primary government.

GASB Statement No. 47, Accounting for Termination Benefits
.122 This statement provides for the accounting and reporting of all forms
of employment termination benefits for state and local governments, such as
early-retirement incentives, severance pay, and other voluntary or involuntary
benefits.
.123 The requirements of this statement are effective for financial statements in two parts. For termination benefits provided through an existing defined benefit OPEB plan, the provisions of GASB Statement No. 47 should be
implemented simultaneously with the requirements of GASB Statement No.
45 (see the preceding discussion of GASB Statement No. 45 implementation).
For all other termination benefits, GASB Statement No. 47 was effective for
financial statements for periods beginning after June 15, 2005.

GASB Statement No. 48, Sales and Pledges of Receivables and Future
Revenues and Intra-Entity Transfers of Assets and Future Revenues
.124 This statement establishes criteria that governments will use to ascertain whether the proceeds received from an exchange of an interest in their
expected cash flows from collecting specific receivables or specific future revenues for immediate cash payments should be reported as revenue or as a liability. This statement also provides additional guidance for sales of receivables
and future revenues within the same financial reporting entity. In addition,
this statement includes a provision that stipulates that governments should
not revalue assets that are transferred between financial reporting entity components. Therefore, any assets (or future revenues) sold or donated within the
same financial reporting entity should continue to be reported at their current carrying value when those assets or future revenues are transferred.
GASB Statement No. 48 is effective for periods beginning after December
15, 2006.

GASB Statement No. 49, Accounting and Financial Reporting for
Pollution Remediation Obligations
.125 This statement addresses accounting and financial reporting standards for pollution remediation obligations, which are obligations to address
the current or potential detrimental effects of existing pollution by participating in pollution remediation activities, such as site assessments and cleanups.
The scope of the statement excludes pollution prevention or control obligations
with respect to current operations and future pollution remediation activities
that are required upon retirement of an asset, such as landfill closure and postclosure care and nuclear power plant decommissioning.
.126 GASB Statement No. 49 is effective for financial statements for periods beginning after December 15, 2007, with measurement of pollution remediation liabilities required at the beginning of that period so that beginning net
assets can be restated. However, governments that have sufficient objective and
verifiable information to apply the expected cash flow technique to measure the
liability in prior periods are required to apply the provisions retroactively for
all such prior periods presented.
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Changes to the Financial Accounting Foundation, FASB, and
GASB
.127 In February 2008, the Board of Trustees of the Financial Accounting Foundation (FAF) voted to approve major changes to the oversight, structure, and operations of the FAF and its two standard-setting boards, FASB and
GASB.
.128 Specifically, the FAF Board of Trustees approved the following key
changes:

•

FAF changes include
—

—

—
—

•

FASB changes include
—
—
—

—

•

expanding the number and breadth of investors, accounting, business, financial, and government organizations
and entities invited to nominate FAF trustees with the
understanding that the final authority for all appointments rests solely with the discretion of the board of
trustees;
changing the current term of trustees from one threeyear term with a possible second three-year term to one
five-year term;
changing the size of the board of trustees from a fixed 16
trustees to a flexible range of 14–18 trustees; and
increasing the trustee governance activities, including
its level of formal review, analysis, and oversight of the
data and materials regularly provided by FASB, Financial Accounting Standards Advisory Council (FASAC),
GASB, and Governmental Accounting Standards Advisory Council (GASAC).

reducing the size of FASB from seven members to five,
effective July 1, 2008;
retaining FASB simple majority voting requirements;
affirming the need for investor participation on FASB by
broadening the current bylaw requirement that FASB
members possess investment experience; and
changing FASB's agenda-setting process whereby the
FASB chair is vested with the authority, following appropriate consultation, to set FASB project plans, agenda,
and priority of projects.

GASB changes include
—
—
—

securing a stable and permanent funding source for
GASB;
retaining the current size, term length, and composition
of GASB; and
changing GASB's agenda-setting process whereby the
GASB chair is vested with the authority, following appropriate consultation, to set GASB project plans, agenda,
and priority of projects.
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FASB Accounting Standards Codification™
.129 State and local government auditors should take note of the FASB
project to codify its accounting standards. GASB Statement No. 34 paragraph
93, states that proprietary funds should be reported based on all applicable
GASB pronouncements as well as FASB Statements and Interpretations, Accounting Principles Board Opinions, and Accounting Research Bulletins of the
Committee on Accounting Procedure issued on or before November 30, 1989, unless those pronouncements conflict with or contradict GASB pronouncements.
As a result, financial statement preparers have the responsibility to identify
which provisions within the FASB pronouncements are applicable to them,
while disregarding any amendments to such pronouncements made after that
date.
.130 On January 15, 2008, FASB launched the one-year verification period
of the FASB Accounting Standards Codification™ (codification). The codification is a major restructuring of accounting and reporting standards designed
to simplify user access to all authoritative U.S. GAAP by providing all authoritative literature in a topically organized structure. The codification includes all
accounting standards issued by a standard setter within levels A–D of the current U.S. GAAP hierarchy, including FASB, AICPA, Emerging Issues Task Force
(EITF), and related literature. The codification also includes relevant authoritative content issued by the SEC, as well as selected SEC staff interpretations
and administrative guidance.
.131 The purpose of the codification is not to change GAAP, but rather to
reorganize thousands of GAAP pronouncements into approximately 90 topics.
Therefore, the one-year verification period is not to debate the underlying requirements of GAAP, but rather to verify that the codification appropriately
captures them and accurately reflects existing U.S. GAAP for nongovernmental entities. The verification period is also a period for constituents to acquaint
themselves with the new structure and submit feedback regarding any issues
before the codification content becomes authoritative. At the end of the oneyear verification period, FASB is expected to formally approve the codification
as the single source of authoritative U.S. accounting and reporting standards,
other than guidance issued by the SEC. At that time, FASB will supersede
all then-existing non-SEC accounting and reporting standards. All other nongrandfathered, non-SEC accounting literature not included in the codification
will become nonauthoritative. FASB expects to approve the codification in April
2009.
.132 The codification of the FASB standards will make the GASB Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and
Other Governmental Entities That Use Proprietary Fund Accounting, identification process more difficult and will likely result in the original FASB pronouncements becoming nonauthoritative. In response to this concern, the GASB is
considering adding a project to its current technical agenda to codify these preNovember 30, 1989 FASB pronouncements as part of GASB's GAAP.

Summary of Recent Accounting Pronouncements and Related
Guidance
.133 Presented in the following table is a list of recently issued accounting pronouncements and related guidance. For information on accounting
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standards issued subsequent to the writing of this alert, please refer to the
AICPA Web site at www.aicpa.org and the GASB Web site at www.gasb.org.
You may also look for announcements of newly issued standards in the CPA
Letter and Journal of Accountancy.

Recent Accounting Pronouncements and Related Guidance
GASB Statement No. 52
(November 2007)

Land and Other Real Estate Held as Investments
by Endowments

GASB Statement No. 51
(June 2007)

Accounting and Financial Reporting for Intangible Assets

GASB Statement No. 50
(May 2007)

Pension Disclosures—an Amendment of GASB
Statements No. 25 and 27

.134 The following summaries are for informational purposes only and
should not be relied upon as a substitute for a complete reading of the applicable standard. The AICPA general Audit Risk Alert—2007/08 and other AICPA
industry-specific alerts also contain summaries of recent nongovernmental accounting pronouncements that may not be discussed here. To obtain copies of
AICPA literature, call (888) 777-7077 or visit www.cpa2biz.com.

GASB Statement No. 52
.135 In November 2007, GASB issued GASB Statement No. 52, Land
and Other Real Estate Held as Investments by Endowments. This statement
establishes consistent accounting and financial reporting standards for land
and other real estate held as investment by endowments, including permanent
funds. These investments will likely be encountered more often in colleges and
universities and their related foundations than general-purpose governments.
Endowments generally exist to invest resources for the purpose of generating
income.
.136 This statement requires that land and other real estate held as investments by endowments be reported at fair value and the changes in fair
value reported as investment income.
.137 This statement is effective for financial statements for periods beginning after June 15, 2008. Earlier application is encouraged.

GASB Statement No. 51
.138 GASB Statement No. 51, Accounting and Financial Reporting for
Intangible Assets, was issued in June 2007 to provide guidance regarding how
to identify, account for, and report intangible assets.
.139 This statement requires that all intangible assets not specifically excluded by its scope provisions be classified as capital assets. Accordingly, existing authoritative guidance related to the accounting and financial reporting for
capital assets should be applied to these intangible assets, as applicable. This
statement also provides authoritative guidance that specifically addresses the
nature of these intangible assets. Such guidance should be applied in addition
to the existing authoritative guidance for capital assets.
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.140 The guidance specific to intangible assets referred to in the preceding
includes guidance on recognition. This statement requires that an intangible
asset be recognized in the statement of net assets only if it is considered identifiable. Additionally, this statement establishes a specified-conditions approach
to recognizing intangible assets that are internally generated. Effectively, outlays associated with the development of such assets should not begin to be
capitalized until certain criteria are met. Outlays incurred prior to meeting
these criteria should be expensed as incurred. This statement also provides
guidance on recognizing internally generated computer software as an intangible asset. This guidance serves as an application of the specified-conditions
approach described in the preceding to the development cycle of computer
software.
.141 This statement also establishes guidance specific to intangible assets
related to amortization. This statement provides guidance on determining the
useful life of intangible assets when the length of their life is limited by contractual or legal provisions. If there are no factors that limit the useful life of an
intangible asset, the statement provides that the intangible asset be considered
to have an indefinite useful life. Intangible assets with indefinite useful lives
should not be amortized unless their useful life is subsequently determined to
no longer be indefinite due to a change in circumstances.
.142 The requirements of this statement are effective for financial statements for periods beginning after June 15, 2009; early implementation is encouraged. The provisions of this statement generally are required to be applied
retroactively. For governments that were classified as Phase 1 or Phase 2 governments for the purpose of implementing GASB Statement No. 34, retroactive reporting is required for intangible assets acquired in fiscal years ended
after June 30, 1980, except for those considered to have indefinite useful lives
as of the effective date of this statement and those that would be considered
internally generated. Retroactive reporting of intangible assets by Phase 3 governments is encouraged but not required. Retroactive reporting is not required
but is permitted for intangible assets considered to have indefinite useful lives
as of the effective date of this statement and those considered to be internally
generated.

GASB Statement No. 50
.143 GASB Statement No. 50 was issued in May 2007. This statement
more closely aligns the financial reporting requirements for pensions with those
for OPEB and, in doing so, enhances information disclosed in notes to financial statements or presented as RSI by pension plans and by employers that
provide pension benefits. The reporting changes required by this statement
amend applicable note disclosure and RSI requirements of GASB Statement
Nos. 25 and 27, to conform with the requirements of GASB Statement Nos. 43
and 45.
.144 This statement amends GASB Statement Nos. 25 and 27 to require
defined benefit pension plans and sole and agent employers to present the following information related to note disclosures or RSI:

•
ARA-SLG .140
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significant assumptions used in the most recent actuarial valuation in notes to financial statements instead of in notes to RSI.

•

If the aggregate actuarial cost method is used to determine the
annual required contribution of the employer (ARC), notes to financial statements should disclose the funded status of the plan
and a schedule of funding progress should be presented as RSI,
using the entry age actuarial cost method. Plans and employers
also should disclose that the purpose of doing so is to provide information that serves as a surrogate for the funded status and
funding progress of the plan.

•

Notes to financial statements should include a reference linking
the funded status disclosure in the notes to financial statements
to the required schedule of funding progress in RSI.

•

If applicable, notes to financial statements should disclose legal or
contractual maximum contribution rates. In addition, if relevant,
they should disclose that the maximum contribution rates have
not been explicitly taken into consideration in the projection of
pension benefits for financial accounting measurement purposes.

•

If an actuarial assumption is different for successive years, notes
to financial statements should disclose the initial and ultimate
rates.

.145 This statement amends GASB Statement No. 25 to require defined
benefit pension plans and defined contribution plans to disclose in the notes to
financial statements the methods and assumptions used to determine the fair
value of investments, if the fair value is based on other than quoted market
prices.
.146 This statement amends GASB Statement No. 27 to require costsharing employers to include, in the note disclosure of the required contribution rates of the employer(s) in dollars and the percentage of that amount
contributed for the current year and each of the two preceding years, how the
contractually required contribution rate is determined (for example, by statute,
by contract, or on an actuarially determined basis) or that the cost-sharing plan
is financed on a pay-as-you-go basis.
.147 This statement also amends GASB Statement No. 27 to require that
if a cost-sharing plan does not issue a publicly available stand-alone plan financial report prepared in accordance with the requirements of GASB Statement
No. 25, as amended, and the plan is not included in the financial report of another entity, each employer in that plan should present, as RSI, the schedules
of funding progress and employer contributions for the plan (and notes to these
schedules). Each employer also should disclose that the information presented
relates to the cost-sharing plan as a whole, of which the employer is one participating employer, and should provide information helpful for understanding
the scale of the information presented relative to the employer.
.148 This statement is effective for periods beginning after June 15, 2007,
except for requirements related to the use of the entry age actuarial cost method
for the purpose of reporting a surrogate funded status and funding progress of
plans that use the aggregate actuarial cost method, which are effective for periods for which the financial statements and RSI contain information resulting
from actuarial valuations as of June 15, 2007 or later. Early implementation is
encouraged. In the initial year of implementation, defined benefit pension plans
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and sole and agent employers that use the aggregate actuarial cost method
to determine the ARC are required to present elements of information in the
schedule of funding progress using the entry age actuarial cost method as of the
most recent actuarial valuation date. In subsequent years, plans and employers
should add to that schedule information as of subsequent actuarial valuation
dates until the requirements of GASB Statement Nos. 25 and 27, as amended,
with regard to the minimum number of years or actuarial valuations to be
included, have been met.

Recent AICPA Independence and Ethics
Pronouncements
.149 AICPA Independence and Ethics Alert—2007/08 (product no.
022478kk) contains a complete update on new independence and ethics pronouncements. This alert can be obtained by calling the AICPA at (888) 777-7077
or visiting www.cpa2biz.com. Readers should obtain this alert to be aware of
independence and ethics matters that will affect their practice.

On the Horizon
.150 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. The following sections present brief information about some ongoing projects that have
particular significance to state and local governments or that may result in
significant changes. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing existing standards.
.151 The following table lists the various standard-setting bodies' Web
sites, where information may be obtained on outstanding exposure drafts, including downloading exposure drafts. These Web sites contain in-depth information about proposed standards and other projects in the pipeline. Many more
accounting and auditing projects exist in addition to those discussed here. Readers should refer to information provided by the various standard-setting bodies
for further information.

Standard-Setting Body

Web Site

AICPA Auditing Standards Board
(ASB)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+
Attest+Standards/Auditing+Standards+
Board/

Governmental Accounting Standards Board (GASB)

www.gasb.org

Financial Accounting Standards
Board (FASB)

www.fasb.org

U.S. Government Accountability
Office (GAO)

www.gao.gov

Public Company Accounting
Oversight Board (PCAOB)

www.pcaob.org
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Professional Ethics Executive Committee (PEEC)

www.aicpa.org/Professional+Resources/
Professional+Ethics+Code+of+Professional+
Conduct/Professional+Ethics/

Securities and Exchange
Commission (SEC)

www.sec.gov

Help Desk—The AICPA's standard-setting committees publish exposure drafts of proposed professional standards exclusively on the
AICPA Web site. The AICPA will notify interested parties by e-mail
about new exposure drafts. To be added to the notification list for all
AICPA exposure drafts, send your e-mail address to service@aicpa.org.
Indicate "exposure draft e-mail list" in the subject header field to help
process your submission more efficiently. Include your full name, mailing address, and, if known, your membership and subscriber number
in the message. The AICPA Web site also has connecting links to the
other standard-setting bodies listed here.

Auditing Pipeline
ASB Clarity Project
.152 The ASB formed a Clarity Task Force to address concerns over the
clarity, length, and complexity of GAAS. In March 2007, the ASB approved
for exposure a discussion paper, Improving the Clarity of ASB Standards. In
response to the feedback received on the discussion paper and subsequent discussions with interested parties, the ASB has established clarity drafting conventions. The clarity drafting conventions include the following:

•
•
•
•

Establishing objectives for each of the standards

•
•

Using formatting techniques, such as bullet lists, to enhance readability

•

Including, where appropriate, special considerations relevant to
audits of governmental entities within the text of the standard

Including a definitions section, where relevant, in each standard
Separating requirements from application and other explanatory
material
Numbering application and other explanatory material paragraphs using an A-prefix and presenting them in a separate section that follows the requirement section

Including, where appropriate, special considerations relevant to
audits of smaller, less complex entities within the text of the standard

.153 The drafting conventions previously listed will be applied to all
standards issued by the ASB after January 2008. In addition, over the next two
or three years, the ASB will be redrafting all of the existing auditing sections
contained in the Codification of Statements on Auditing Standards (AU
sections to Professional Standards), to apply the clarity drafting conventions
and to converge with the International Standards on Auditing (ISAs) issued
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by the International Auditing and Assurance Standards Board (IAASB). The
ASB proposes that, except to address current issues, all redrafted standards
will become effective at the same time. Only those standards needed to address
current issues would have earlier effective dates. The ASB believes that a
single effective date will ease the transition to, and implementation of, the
redrafted standards. The effective date will be long enough after all redrafted
statements are finalized to allow sufficient time for training and updating of
firm audit methodologies. Currently the date is expected to be for audits of
financial statements for periods beginning no earlier than December 15, 2010.
This date depends on satisfactory progress being made, and will be amended
should that prove necessary. See the Clarity Project Explanatory Memorandum and the discussion paper Improving the Clarity of ASB Standards at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+and
+Attest+Standards/Improving+the+Clarity+of+ASB+Standards.htm.

Convergence With International Standards
.154 The ASB has created a number of task forces charged with monitoring
specific activities of the IAASB and working toward convergence with international auditing standards. The ASB has commented on several exposure drafts
of ISAs. The status of these and other ASB projects can be monitored online
at www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+
and+Attest+Standards/Auditing+Standards+Board/.

Accounting Pipeline
.155 Presented below are accounting projects and pronouncements currently in process. Some of the proposed pronouncements discussed in the prior
year alert have not been finalized as of the date of this writing, and thus are
included again.

GASB Exposure Drafts
.156 The GASB has three exposure drafts of statements that it plans to
finalize in 2008.
Service Efforts and Accomplishments
.157 In April 2008, the GASB issued an exposure draft of proposed changes
to GASB Concepts Statement No. 2, Service Efforts and Accomplishments Reporting. This exposure draft proposes to update GASB Concepts Statement No.
2 to reflect knowledge gathered by GASB through 14 years of research and
monitoring of such reporting. The proposed amendment would clarify the role
of GASB in service efforts and accomplishments (SEA) reporting and to bring
the conceptual framework up to date on the advances made by governments in
reporting SEA information.
Fund Balance Reporting
.158 The exposure draft Fund Balance Reporting and Governmental Fund
Type Definitions issued in February 2008, proposes to improve financial reporting and fund balance understanding by clarifying the definitions of governmental funds and establishing a hierarchy of fund balance classifications based on
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the extent to which a government is bound to observe spending constraints
imposed on the use of resources reported in governmental funds. The exposure
draft proposes that the requirements be effective for periods beginning after
June 15, 2010.
Accounting for Derivatives
.159 The exposure draft Accounting for Financial Reporting for Derivative Instruments, issued in June 2007, addresses recognition and measurement
of derivative instruments and disclosure of information about derivative instruments by state and local governments. A key provision in this proposed
statement and a major change from current practice is that most derivative
instruments covered in the scope of this proposed statement would be reported
at fair value. Currently, most derivative instruments are recognized at historical prices in a government's statement of net assets. The disclosures of GASB
Technical Bulletin No. 2003-1, Disclosure Requirements for Derivatives Not Reported at Fair Value on the Statement of Net Assets, generally have been incorporated into this proposal for hedging derivative instruments. The exposure draft
proposes that the requirements would be effective for financial statements for
periods beginning after June 15, 2009.

Upcoming GASB Due Process Documents
.160 GASB expects to release documents relating to a proposed accounting and financial reporting standard addressing the conceptual framework on
recognition and measurement attributes in 2009.

Help Desk—To track the progress of GASB's projects, go to the
GASB's Web site at www.gasb.org. GASB generally posts exposure
drafts on that site during the exposure period. It also posts its current
technical plan listing and describes its projects and timetable.

Comprehensive Implementation Guide Update
.161 Annually, GASB publishes the annual update to its Comprehensive
Implementation Guide. The Comprehensive Implementation Guide consolidates
and updates previously issued guides for individual standards and provides
current guidance on standards for which no standalone guides have been published.

Help Desk—The Comprehensive Implementation Guide can be ordered through the GASB's order department at (800) 748-0659 or via
its Web site at www.gasb.org.

Resource Central
.162 The following are various resources that practitioners engaged in the
state and local government environment may find beneficial.
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AICPA Governmental Audit Quality Center
.163 The GAQC is a firm-based, voluntary membership Center designed
to improve the quality of governmental audits and the value of such audits to
purchasers of governmental audit services. Governmental audits are audits and
attestation engagements performed under Government Auditing Standards of
federal, state, or local governments; not-for-profit organizations; and certain
for-profit organizations, such as housing projects and colleges and universities
that participate in governmental programs or receive governmental financial
assistance. The GAQC keeps member firms informed about the latest developments, as well as provides tools and information to help them better manage
their audit practice. Firms that join demonstrate their commitment to audit
quality by agreeing to adhere to certain membership requirements.
.164 The GAQC has been in existence since September 2004. Since its
launch, Center membership has grown to over 980 firms from 50 states, the
District of Columbia, Puerto Rico, and the U.S. Virgin Islands. The membership
accounts for approximately 81 percent of the total federal expenditures covered
in single audits performed by CPA firms in the Federal Audit Clearinghouse
database (http://harvester.census.gov/sac/) for the year 2006 (the latest year
with complete submission data).
.165 The Center's focus is to promote the highest quality audits and to
save firms time by providing a centralized place to find information they need,
when they need it, to maximize quality and practice success. Center resources
include the following:

•
•
•
•

E-mail news alerts on current audit and regulatory developments
that keep member firms informed about the latest developments
Dedicated Center Web site at www.aicpa.org/GAQC with resources, community, events and products, and a complete listing
of GAQC members in each state
Online member discussion forums for sharing best practices and
discussing issues firms are facing
Webcasts, Web seminars, and teleconferences updating members
on a variety of technical, legislative, regulatory, and practice management subjects (note that these activities are archived on the
GAQC Web site)

Help Desk—With all of the quality issues being noted in governmental audits (see further discussion in the "Legislative and Regulatory
Developments" and "Audit and Attestation Issues and Developments"
sections), your firm should consider joining the Center. To enroll or
learn more about the GAQC, including details on the membership requirements and fees for membership, go to www.aicpa.org/GAQC or
e-mail GAQC staff at GAQC@aicpa.org. To preview member benefits,
go to http://gaqc.aicpa.org/Memberships/.

AICPA Industry Expert Panel—State and Local Governments
.166 The State and Local Government Expert Panel is an AICPA volunteer group whose purpose it is to identify state and local government financial
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reporting and auditing issues and to work with appropriate bodies for resolutions benefiting the public interest; to conduct liaison activities with the GASB,
regulators such as the GAO and OMB, and applicable industry associations;
and to advise and assist in the development of AICPA products and services related to state and local government audits. For information about the activities
of the State and Local Government Expert Panel, visit the AICPA Web site at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Accounting
+Standards/expertpanel_government.htm.

Publications
.167 Practitioners may find the following publications useful with respect
to state and local governments:

•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

Audit and Accounting Guide State and Local Governments (2008)
(product no. 012668kk)
Audit Guide Government Auditing Standards and Circular A-133
Audits (2007) (product no. 012747kk)
Audit and Accounting Guide Health Care Organizations (2007)
(product no. 012617kk)
Audit Guide Audit Sampling (2008) (product no. 012538kk)
Audit Guide Analytical Procedures (2008) (product no. 012558kk)
Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2006) (product no. 012456kk)
Audit Guide Auditing Derivative Instruments,Hedging Activities,
and Investments in Securities (2007) (product no. 012527kk)
Audit Guide Auditing Revenue in Certain Industries (2008) (product no. 012518kk)
Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (2008) (product no. 012778kk)
AICPA Audit Risk Alert—2007/08 (product no. 022338kk)
AICPA Audit Risk Alert Government Auditing Standards and Circular A-133 Audits—2007/08 (product no. 022457kk)
AICPA Audit Risk Alert Health Care Industry Developments—
2007/08 (product no. 022348kk)
Audit Risk Alert Compilation and Review—2007/08 (product no.
022308kk)
Audit Risk Alert Independence and Ethics—2007/08 (product no.
022478kk)
Audit Risk Alert SEC and PCAOB Alert—2007/08 (product no.
022498kk)
Audit Risk Alert Understanding the New Auditing Standards Related to Risk Assessment (product no. 022526kk)
Audit Risk Alert Understanding SAS No. 112 and Evaluating Control Deficiencies (product no. 022536kk)
State and Local Governments: Checklists and Illustrative Financial Statements (2007) (product no. 009037kk)
Audit and Accounting Practice Aid Applying OCBOA in State and
Local Governmental Financial Statements (product no. 006614kk)
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•
•

Audit and Accounting Manual (2007) (product no. 005137kk)
Independence Compliance: Checklists and Tools for Complying
With AICPA and GAO Independence Requirements (product no.
006627kk)

AICPA reSOURCE: Accounting and Auditing Literature
.168 The AICPA has created your core accounting and auditing library
online. AICPA reSOURCE is now customizable to suit your preferences or your
firm's needs. Or, if you prefer to have access to the entire library, that is available too. Get access—anytime, anywhere—to the AICPA's latest Professional
Standards, Technical Practice Aids, Audit and Accounting Guides (more than
20), Audit Risk Alerts (more than 15), and Accounting Trends & Techniques.
To subscribe to this essential online service for accounting professionals, go to
www.cpa2biz.com.

Continuing Professional Education
.169 The AICPA offers a number of CPE courses that are valuable to CPAs
working in public practice and industry, including the following:

•

AICPA's AnnualAccounting and Auditing Update Workshop
(2008–2009 Edition) (product no. 736184kk [text] or 187192kk
[DVD]). Whether you are in industry or public practice, this course
keeps you current and informed and shows you how to apply the
most recent standards.

•

Internal Control Deficiencies: Assessment and Reporting Under
SAS 112 (product no. 733291kk [text] or 183291kk [DVD]). This
course focuses on compliance with the standard's requirement by
examining each stage of the decision making framework using
numerous illustrations and practice exercises. The course also applies to managers of nonpublic companies to enable them to decide
whether a control deficiency exists and how to correct it.

.170 Among the many courses, the following are specifically related to
state and local governments:

•

State & Local Government Strategic Briefing—2007/2008 (product no. 780100HSkk [CD-ROM]). This course, based on a webcast,
provides participants with a strategic look at what's important
in the governmental accounting and auditing area. The program
addresses recently issued GASB pronouncements affecting both
preparers and auditors and feature highlights of recently issued
GAAS, and the latest updates to the AICPA Audit and Accounting
Guide State and Local Governments.

•

Foundations in Governmental Accounting (product no. 731645kk).
This course features the fundamental tenets of governmental accounting and reporting in the post-GASB Statement No. 34 environment. Learn more than the buzz words—learn the underlying
concepts and how they are applied.

•

Governmental Accounting and Auditing Update (2008/2009 Edition) (product no. 736478kk [text] or 186484kk [DVD]). This
timely, up-to-the-minute course is designed to provide you with
a comprehensive understanding of new developments, so you can
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provide better services to both clients and the public. For 2008–
09, the course includes coverage of the new Yellow Book, the risk
assessment SASs, SAS No. 112, and more.

•

Workpaper Techniques for Government and Nonprofit Organizations (product no. 732637kk). Learn to prepare workpapers needed
to complete a government or nonprofit audit. Increase your performance with practical and timesaving techniques. Avoid common
preparation problems by applying proven, effective strategies.

•

Government Accounting and Reporting: Putting It All Together
(product no. 732803kk). This course goes deep into the accounting
and reporting issues for state and local governments. Learn how to
navigate the complexities of government accounting and reporting
in the post-GASB Statement No. 34 environment.

•

Audits of HUD-Assisted Projects (product no. 730299kk). Gain indepth, hands-on information regarding Housing and Urban Development (HUD) organization, programs, policies, and procedures.
Review the professional standards affecting specific federal programs.

.171 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.172 AICPA CPExpress (formerly AICPA InfoBytes), offered exclusively
through CPA2Biz.com, is AICPA's flagship online learning product. AICPA CPExpress now offers a free trial subscription to the entire product for up to 30
days. AICPA members pay $149 for a new subscription and $119 for the annual
renewal. Nonmembers pay $369 for each. Divided into 1-credit and 2-credit
courses that are available 24 hours a day, 7 days a week, AICPA CPExpress
offers hundreds of hours of learning in a wide variety of topics. Some topics of
special interest to state and local government accountants and auditors include
the following:

•

Government Accounting and Reporting:
Government-Wide Financial Statements

•
•
•

Yellow Book: An Overview

•

Fraud in Exempt Organizations: The Governmental and Not-forProfit Environments

Preparing

the

2007 Annual Update—Government: GASB Activities
Governmental and NPO Workpaper Preparation Techniques Overall Approach

.173 To register or learn more, visit www.cpa2biz.com.

Webcasts
.174 Stay plugged in to what is happening and earn CPE credit right from
your desktop. AICPA webcasts are high quality, two-hour CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast live,
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they allow you to interact with the presenters and join in the discussion. If you
cannot make the live event, each webcast is archived and available on CD-ROM.

Member Service Center
.175 To order AICPA products, receive information about AICPA activities,
and find help on your membership questions, call the AICPA Service Operations
Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.176 Do you have a complex technical question about GAAP, other
comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. Beginning January 14, 2008,
hotline hours were extended so that the hotline is now available from 9am to
8pm on weekdays. You can reach the Technical Hotline at (877) 242-7212 or at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Accounting
+and+Auditing+Technical+Help/.

Ethics Hotline
.177 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at (888) 777-7077.

Industry Conferences
.178 The AICPA sponsors three annual Governmental Accounting and
Auditing Conferences in the late summer and fall.
.179 Governmental Accounting and Auditing Update Conference (GAAC)
EAST is held in late summer in Washington, D.C., and its counterpart Governmental Accounting and Auditing Update Conference (GAAC) WEST takes
place in Denver, Colorado in early fall. These conferences are designed for CPAs
working in federal, state, and local government; public practitioners with government auditees; and regulators who need to be aware of emerging developments; these CPAs should attend this conference to remain current on the
issues. Attending one of these conferences is a great way to receive timely
guidance along with practical advice on how to handle new legislation and
standards from key government officials and representatives of the accounting
profession—including the standard setters themselves.
.180 AICPA National Governmental and Not-for-Profit Training is held
in Las Vegas, Nevada. If you need hands-on training and are a CPA in public
practice—or a governmental or not-for-profit staffer—then this conference is
for you. You'll hear directly from the standards setters and industry leaders
on a variety of topics including developments in governmental accounting and
auditing, the latest in proposed regulations and laws on the local, state, and
federal government levels, as well as those affecting the not-for-profit sector
and more.
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.181 For further information about these conferences, call (888) 777-7077
or visit www.cpa2biz.com.

Industry Web Sites
.182 The Internet covers a vast amount of information that may be valuable to auditors of state and local government entities, including current industry trends and developments. Some of the more relevant sites for auditors
with governmental clients include those shown in the following table:
Organization

Web Site

Association of Governmental Accountants (AGA)

www.agacgfm.org

Catalog of Federal Domestic Assistance (CFDA)

www.cfda.gov

Federal Audit Clearinghouse (FAC)

http://harvester.census.gov/sac

U.S. Government Accountability Office
(GAO)

www.gao.gov

Government Auditing Standards (Yellow Book)

www.gao.gov/govaud/ybk01.htm

Governmental Accounting Standards
Board (GASB)

www.gasb.org

Financial Accounting Standards Board
(FASB)

www.fasb.org

Securities and Exchange Commission
Information for Municipal Markets

www.sec.gov/info/municipal.shtml

Government Finance Officers Association (GFOA)

www.gfoa.org

National Association of Local Government Auditors (NALGA)

www.governmentauditors.org

National Association of State Auditors,
Comptrollers, and Treasurers (NASACT)

www.nasact.org

Offices of Inspectors General (OIG)

www.ignet.gov

Office of Management and Budget
(OMB)

www.whitehouse.gov/OMB

President's Council on Integrity and
Efficiency (PCIE)

www.ignet.gov/pcieecie1.html

.183 The state and local government practices of some of the larger CPA
firms may also contain industry-specific auditing and accounting information
that is helpful to auditors.
****
.184 This Audit Risk Alert replaces State and Local Governmental
Developments—2007.
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.185 The Audit Risk Alert State and Local Governmental Developments is
published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's Audit Risk Alert, please feel free to share
them with us. Any other comments that you have about the Audit Risk Alert
would also be appreciated. You may e-mail these comments to ccole@aicpa.org
or write to
Christopher Cole, CPA, CFE
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110

ARA-SLG .185

P1: KVU
ACPA041-01

ACPA041.cls

June 23, 2008

19:8

51

State and Local Governmental Developments—2008

.186

Appendix—Additional Web Resources
Here are some useful Web sites that may provide valuable information to accountants.
Web Site Name

Content

Web Site

American Institute of
CPAs (AICPA)

Summaries of recent
auditing and other
professional standards as
well as other AICPA
activities

www.aicpa.org

AICPA Accounting
Standards Executive
Committee (AcSEC)

Issues SOPs, guides,
practice bulletins
containing financial,
accounting, and reporting
recommendations, among
other things

www.aicpa.org/
Professional+Resources/
Accounting+and+Auditing/
Accounting+Standards

AICPA Accounting
and Review Services
Committee (ARSC)

Develops and issues
review and compilation
standards and
interpretations

www.aicpa.org/
Professional+Resources/
Accounting+and+Auditing/
Audit+and+Attest+
Standards/Accounting+
and+Review+Services+
Committee

AICPA Professional
Issues Task Force
(PITF)

Accumulates and
considers practice issues
that appear to present
concerns for practitioners
and for disseminating
information or guidance,
as appropriate, in the form
of practice alerts

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Professional+
Issues+Task+Force

Economy.com

Source for analysis, data,
forecasts, and information
on the United States and
world economies

www.economy.com

The Federal Reserve
Board

Key interest rates

www.federalreserve.gov

Financial Accounting
Standards Board
(FASB)

Summaries of recent
accounting
pronouncements and other
FASB activities

www.fasb.org

USA.gov

Portal through which all
government agencies can
be accessed

www.usa.gov

Government
Accountability Office
(GAO)

Policy and guidance
materials, reports on
federal agency major rules

www.gao.gov

www.cpa2biz.com

(continued)
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Web Site Name

Content

Web Site

Governmental
Accounting
Standards Board
(GASB)

Summaries of recent
accounting
pronouncements and other
GASB activities

www.gasb.org

International
Accounting
Standards Board
(IASB)

Summaries of
International Financial
Reporting Standards and
International Accounting
Standards

www.iasb.org

International
Federation of
Accountants (IFAC)

Information on
standards-setting
activities in the
international arena

www.ifac.org

Private Company
Financial Reporting
Committee (PCFRC)

Information on the
initiative to further
improve FASB's
standard-setting process to
consider needs of private
companies and their
constituents of financial
reporting.

www.pcfr.org

Public Company
Accounting Oversight
Board (PCAOB)

Information on accounting
and auditing the activities
of the PCAOB and other
matters

www.pcaob.org

Securities and
Exchange
Commission (SEC)

Information on current
SEC rulemaking and the
EDGAR database

www.sec.gov
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